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vi Preface 

cations of such developments for public policy. It also at¬ 
tempts to fill the gap between the esoteric literature and the 
standard text. As such, this book might be used as a supple¬ 
ment to the text on business cycles, money and banking, 
economic theory, and other related fields. Primary emphasis 
has been placed upon the tools of analysis, for I am firmly 
convinced that no amount of information will solve major 
economic problems without the theory to interpret it cor¬ 
rectly. Nor, for that matter, is it possible for “tool users” to 
make correct policy decisions without the theory to guide 
policy. Following the late Lord Keynes’ realistic interest in 
the cure as well as in the “diagnosis,” policy discussions have 
been included in this book. The relevant policy alternatives 
are evaluated as to their theoretical soundness and practical 
wisdom. 

Part I of this book deals with money and general prices. For 
the first time, I believe, two full chapters are devoted to in¬ 
flation in a text on monetary economics. Inflation is discussed 
in terms of modern monetary theory rather than in terms of 
the traditional quantity theory, that is, as an integral part of 
the general theory of effective demand. Part II may be re¬ 
garded as the heart of the book, dealing as it does with inter¬ 
est, the consumption function, the savings-investment equi¬ 
librium, and related policy discussions. The Keynesian and 
non-Keynesian contributions are examined in some detail, to 
facilitate later policy considerations. Particular care has been 
taken to clarify the common confusion concerning the defini¬ 
tional and determinate equality of savings and investment. 
Part III is an application of the Keynesian “income- 
expenditure” approach to an “open system” with foreign eco¬ 
nomic relations. Various theories of the determination of the 
external value of money, the roles of the International Mone¬ 
tary Fund and the International Bank, the problem of a 
chronic dollar shortage,” the international aspect of depres¬ 
sion, and other international currency and financial problems 
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are considered against the background of a changing inter¬ 
national setting. 

The reader will find the footnote references useful in sug¬ 
gesting readings for further study on particular points. 

I wish to record my gratitude to those persons who have 
been associated with the development and preparation of this 
book. Dean C. A. Phillips of the University of Iowa and Pro¬ 
fessor Elmer Wood of the University of Missouri must be 
mentioned as responsible for my initial interest in monetary 
and banking theories. My former colleagues, Professors F. D. 
Graham, F. A. Lutz, and J. Viner of Princeton University, 
have given me the benefit of their suggestions on questions of 
international finance. Professor A. H. Hansen of Harvard Uni¬ 
versity and Professor P. A. Samuelson of the Massachusetts 
Institute of Technology have extended to me stimulating 
suggestions on some theoretical and methodological points. I 
owe much to the encouragement and stimulation of Professors 
Eugene E. Agger, Max Gideonse, Anatol Murad, Broadus 
Mitchell, and Messrs. Seymour M. Miller and Robert J. Alex¬ 
ander of Rutgers University. I also wish to express my appre¬ 
ciation to Professor Arthur D. Gayer and Mr. Charles Hoff¬ 
mann of Queens College for many helpful comments toward 
the improvement of the content of this book. Above all, my 
greatest debt of gratitude is due to Dean Howard R. Bowen of 
the University of Illinois for his constant encouragement and 
guidance all through my creative ventures. I alone, however, 

am responsible for any defects of analysis or errors of fact in 
this book. 

The editors of the Journal of Political Economy have kindly 

granted me permission to reproduce substantial parts of mv 
articles (Chapters 20 and 21). 


Kenneth K. Kurihara 
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Introduction: The Significance 













MONETARY THEORY, like all theories, changes and should 
change with the changing problems of the actual world. 
Classical economists had a common tendency to regard mone¬ 
tary phenomena as rather misleading reflections of real phe¬ 
nomena, on the ground that money obscured the otherwise 
transparent exchange relations. They therefore placed major 
emphasis on the production, exchange, and consumption of 
goods. They precluded the possibility that money might dis¬ 
tort the smooth operation of the “natural” laws of supply and 
demand. They were of course right in asserting that monetary 
phenomena do not vitiate the fundamental laws that govern 
economic behavior, for it remains true that the physical law 
of diminishing returns and the psychological law of diminish¬ 
ing utility, to mention only the most familiar, had existed even 
before the advent of money and will probably exist even after 
money is demonetized out of existence. They were amiss, how¬ 
ever, in supposing that monetary phenomena could not be a 
cause of change in real phenomena. Why did classical econo¬ 
mists deny monetary phenomena as independent variables 

3 
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capable of disturbing the functioning of the entire economy? 
The answer is that they tacitly assumed the stability of the 
value of money. 

On this assumption one could cogently argue that money 
could never be a disequilibrating factor and therefore could 
dismiss it as irrelevant With the general price level and there¬ 
fore the purchasing power of money assumed to be constant, 
one could indeed concentrate on the determination of prices 
and quantities of individual commodities. This is precisely 
what the traditional individual-firm analysis does. Accord¬ 
ingly, there was no need for a special theory of money to ex¬ 
plain fluctuations in the value of money and their effects on 
economic activitv. Even when economists finally recognized 
the disturbing influence of monetary phenomena, they were 

inclined to view it merely as a deviation from the “norm.” 

0 

They therefore relegated a theory of money to the background 
of the value theory. This tendency to regard monetary dis¬ 
turbances as incidental is still reflected, e.g., in the view that 
relative prices are more relevant to policy than the general 
price level. Nevertheless, a theory of money and general 
prices found a respectable, though subordinate, place in eco¬ 
nomic theory. To “neutralize” the disquieting effects of 
money became the favorite pastime of “purely monetary” 
economists, and the quantify theory of money was its theoret¬ 
ical expression. 

Bv contrast, the starting point of modern monetary theory 
is that money is inherently unstable. Keynes is credited with 
having developed a general theory of monetary equilibrium 
in which such monetary variables as income, consumption, 
savings, and investment play major roles. His earlier works 
(e.g., Monetary Reform , 1923, and A Treatise on Money, 
1930) bore imprints of the traditional theory' of money, but 
with the publication of his General Theory of Employment , 
Interest , and Money (1936), monetary theory definitely 
shifted its center of gravity from an explanation of the effects 
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of changes in the value of money on the distribution of wealth 
to an explanation of the effects of changes in aggregate in¬ 
come and expenditure on general economic stability, includ¬ 
ing the stability of the value of money. Thus the modern 
theory of money is almost the reverse of the traditional theory. 
The stability of money is no longer taken for granted, and yet 
the stabilization of the value of monev is brought into direct 
relation with the stabilization of the levels of income and 
employment. 

Keynes and others emphasize the monetary approach to the 
problem of economic stabilization for the following reasons. 

1. Money is the most dynamic element in a modem econ¬ 
omy—“a link between the present and the future.” As long 
as monetary expectations are capable of influencing our pres¬ 
ent economic activities, so long will money remain a device 
to link the present and the future. Money as such can take 
the form of any durable asset capable of performing the store- 
of-value function. Largely through this function monev in¬ 
fluences the cyclical behavior of consumption, savings, invest¬ 
ment, and employment. 


2. In the end the volume of employment is increased and 
recovery effected through monetary adjustments. It is an ‘in¬ 
crease in monetary outlays for consumption and investment 
that gives rise to increased output and employment, regard¬ 
less of whether these outlays are private or public. It Ts, in 
other words, the manipulation of income and expenditure 
(i.e., effective demand) that “does the trick.” High levels of 
output and employment are found in the flow of income 
rather than in the accumulation of wealth. As far as ad- 
vanced economies are concerned, spending is more conducive 
to the stability of income and employment than saving, partic¬ 
ularly in conditions of less than full employment * P 

J' adjUStmentS Me P ubHcl y controllable. To the 

extent that the monetary-fiscal authorities exercise an ap- 

preciable influence over the flow of income or, what amount 
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to the same thing, total expenditure, economic activity is freed 
from the erratic fluctuations to which it is otherwise exposed. 
More important still, monetary-fiscal policy is an alternative 
to an “authoritarian” policy of achieving full employment “at 
the expense of efficiency and of freedom.” 1 The monetary- 
fiscal control of aggregate income and expenditure is a sub¬ 
stitute for the regimentation of the market.- It is typically an 
attempt to maintain “full employment in a free society.” 
Monetary adjustments considered as a matter of public policy 
rescue the economy from the dictates of “blind forces” and at 
the same time render both deflation and inflation definitely 
dispensable. 

Monetary theory is essentially a short-run analysis, for it is 
in short periods that monetary factors make their influence 
felt most and the value of money and the flow of income 
fluctuate significantly. As such, monetary theory is an indis¬ 
pensable supplement to the traditional long-run analysis, but 
it is obviously inadequate in explaining the long-run behavior 
of the economy based largely on such “real” factors as tech¬ 
nological, institutional, and structural changes. Keynes' 
oft-quoted dictum that “in the long run we are all dead” 3 
epitomizes the above strength and weakness of monetary 
analysis. 

Although monetary theory is inseparably linked up with 
public policy, it must not be supposed that theory is im¬ 
mediately or perfectly applicable to policy. Like all tools of 
analysis, monetary theory is primarily a technique of think¬ 
ing for drawing correct conclusions. 4 To the extent, however, 
that monetary theory is conceived broadly and realistically 
it is also a fruitful guide to policy. A monetary policy which 
is based on a realistic theorv goes a long way toward economic 

1 Keynes, General Theory, p. 381 . 

2 A. H. Hansen, Economic Policy and Full Employment (Whittlesey, New 
York, 1947 ), p. 293 . 

3 Monetary Reform (Harcourt, New York, 1924 ), p. 88. 

4 Keynes’ preface to D. H. Robertson, Money (Harcourt, New York, 1929 ). 
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stability, but it must be broadly interpreted so as to include 
fiscal and other measures. Monetary-fiscal policy should be 
supplemented by nonmonetary policies, if we are to over¬ 
come “the real economic evils of society—inadequate produc¬ 
tion and inequitable distribution” which “lie too deep for any 
purely monetary ointment to cure.” 5 With these possibilities 
and limitations of monetary analysis and policy in mind, we 
shall be able to proceed without illusions, 

5 Robertson, ibid., p. 194 . 




PART I 


Money and General Prices 






The Internal Value of Money 


A NATIONAL currency has internal and external value. The 
internal value of a currency refers to the purchasing power 
of that currency in terms of domestic goods and services, while 
its external value is its foreign exchange rate, that is, the do¬ 
mestic price of a foreign currency. For purposes of analysis 
it is convenient to treat these two aspects of a currency 
separately. In this chapter we shall assume a closed system 
without foreign economic relations. 

The Quantity Theory of Money 

The value of money differs from the value of other objects 
in one fundamental respect, namely, the fact that the value of 
money represents general purchasing power or command 
over “things in general." This means that a change in the value 
of money affects our general ability to command goods and 
services in exchange. Thus high prices of other things are re¬ 
flected in the low exchange value of money, and low prices of 
other things are reflected in the high exchange value of money. 
The value of money is therefore the reciprocal of the general 
price level, and can be expressed as 1/P. Changes in the value 
of money affect not only individual owners of given units of 
currency but the entire economy which is carried on in terms 

11 



12 Monetary Theory and Public Policy 

of money. These changes affect different groups of individuals 
differently, as will be shown later. Above all, changes in the 
value of money inject an element of instability into the econ¬ 
omy as a whole. It is for these reasons that the investigation 
of the forces which alter the value of money is of such theoreti¬ 
cal and practical importance. 

One of the oldest explanations of the value of money is the 
quantity theory' of money. In its crude form the theory states 
that the purchasing power of money depends directly on the 
quantity of money. This may be expressed as M = kP or 
P = 1/kM, where M stands for the quantity of money, P for 
the general price level, and k for constant proportionality. If, 
for example, k is 3, M is three times the price level. As long as 
k is a constant, M and P will be proportional. The validity of 
this simple quantity formulation depends on the tacit assump¬ 
tions that (a) the velocity of money is stable, and (b) that 
the volume of goods and services to be bought with money 
remains constant. 

The quantity theorists neglected the velocity of money be¬ 
cause they were preoccupied with what Keynes c alls “trans¬ 
action” and “precautionary” motives for "Holding money. For 
as long as we are interested in holding money just to effect 
ordinary transactions or for “the rainy day,” the amount of 
money held against total expenditure remains rather stable. 
But as soon as we take into account the “speculative” motive 
(i.e., the desire for cash for uncertain future price or interest 
changes), we must admit the possibility of a change in the 
velocity of money. The speculative motive is facilitated by 
the “store-of-value” function of money. As we shall see more 
clearly later, this last motive for holding money is capable of 
causing volatile fluctuations not only in the value of money but 
also in general economic activity. If a part of a given quantity 
of money fails to appear in the income or spending stream, 
then the demand for money to hold must have increased and 
therefore the velocity of money must have decreased. And as 
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long as money is capable of serving as a store of value for 
speculative purposes, there is always the possibility that more 
money may be held than is required to satisfy the transaction 
and precautionary motives and thus decrease the velocity of 
money. Similarly, an inciease in the velocity of money may 
be caused by a decrease in the demand for money to hold, if, 
for example, lending or investing is considered as a better 
alternative to holding money. The main point is that an in¬ 
crease (or a decrease) in the quantity of money may be off¬ 
set by a decrease (or an increase) in the velocity of money, 
so that the general price level remains unaffected. 

The assumption that the volume of goods and services re¬ 
mains constant is implicit in another assumption—namely, 
that full employment exists. Full employment implies that no 
idle resources are available to increase the production of 
goods and services to be bought with money. Hence on this 
assumption the quantity of goods and services can be taken 
as fixed relatively to the quantity of money. But if an increase 
in the quantity of money is offset by an increase in the quan¬ 
tity of goods and services, as is possible at less than full em¬ 
ployment, then the general price level may not rise and there¬ 
fore the value of money may not fall. 

If die crude quantity theory of money had its way, the 
stabilization of general prices and therefore of the value of 
money would be a simple matter of manipulating the quan¬ 
tity of money, increasing the latter if prices are too low and 
decreasing it if prices are too high. Many monetary experi¬ 
ments were made and are occasionally proposed even today 
on the notion that there is a simple, mechanical relation be¬ 
tween the general price level and the quantity of money. We 
have suggested that to achieve the desired level of general 
pnces we need take into account not only the quantity of 
money but its velocity and the state of employment. But this 

' h “ » «*y a Of price 
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Criticisms of the unrealism of the underlying assumptions 
of the crude quantity theory of money have led to its refine¬ 
ment. The transaction equation of exchange is the best known 
of the refined forms of the quantity theory of money. In con¬ 
trast to the crude exchange equation M = kP, the transaction 
version has new variables, i.e., V for the velocity of money and 
T for the volume of trade. The transaction equation is generally 
expressed as MV = PT, which can be transposed into P = 
MV/T, where P stands for the general price level (i.e., the 
average price of those goods and services which enter T), 
M for the quantity of money, V for the velocity of circulation 
of money, and T for the volume of trade. The equation 
MV = PT is merely the shorthand expression of the truism 
that the total amount of money paid by buyers equals the total 
amount of money received by sellers. For the quantity of 
money times its velocity, MV, is aggregate expenditure, and 
the volume of trade times the average price, PT, aggregate 
receipt. The transposed equation P = MV/T means that the 
general price level varies directly with the quantity of money 
times its velocity and inversely with the volume of trade. Thus, 
if the value of M is 100, that of V 3, and that of T 50, the value 
of P must be 6 ( = 300/50). If MV is 600, T being 50, P must 
be 12 ( = 600/50). If MV is 300 and T 100, P will be 3 
( = 300/100). 

Determinants of Transaction Variables 

Changes in MV and T lead to a change in the general price 
level and in the value of money, but it is necessary to investi¬ 
gate the behavior of M, V, T, and P separately in order to 
have a clear understanding of their interrelationships. The 
behavior of the variables of the transaction equation depends 
on a multiplicity of factors—economic, institutional, tech¬ 
nological, psychological, and political. 
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DETERMINANTS OF M 

M of the transaction equation refers to the total quantity of 
money, consisting of currency and demand deposits. Ex¬ 
cluded from this definition are money in bank tills or vaults, 
time deposits, and reserves at the Treasury. These latter types 
of money have no influence on the general price level unless 
they appear in the form of hand-to-hand cash or of demand 
deposits. The quantity of money as such is determined by 
(a) the monetary base, consisting of gold holdings, govern¬ 
ment-issued money, and central bank credit, (b) the propor¬ 
tion between demand deposits and cash in the hands of the 
general public, and (c) the ratio between reserves and de¬ 
mand deposits. Each requires elucidation. 

In a managed paper-standard country like the Unitedl> tates 
monetary gold is used to support Central bank note issues and 
deposits. The law requires 25 per cent gold reserves (in 
gold certificates) to support a given supply of Federal Re¬ 
serve notes and deposits. Thus $1 gold reserves can support 
$4 of Federal Reserve notes or of Federal Reserve credit. 
However, Federal Reserve notes outstanding (in circulation) 
vary with public demand, once so much has been issued on 
a 25 per cent gold-reserve basis or so much more gold (certifi¬ 
cates) has been acquired by the Federal Reserve banks (in 
exchange for demand deposits to the Treasury) to warrant 
new note issues. As for Treasury currency (e.g., coins, silver 
certificates, and United States notes), the amount of coins 
varies with business needs as indicated by the willingness of 
banks and businesses to buy them from the government at their 
face value, and that of silver certificates may be increased 
against the silver purchased until the Treasury holds $1 in 
silver for each $3 of gold. Federal Reserve credit may be in¬ 
creased via an expansion of loans and investments, depend¬ 
ing on legal reserves, the prevailing Federal Reserve credit 
pohcy, member banks’ liquidity positions, the financial needs 
of the government and businesses, and the general business 
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outlook. Federal Reserve credit affects the money supply 
via its effect on member banks’ reserves. 

The community’s choice between demand deposits and 
cash, in part determines the quantity of money. Though $1 
of hand-to-hand cash can support only $1, $1 of cash de¬ 
posited in the bank as a checking account is capable of in¬ 
creasing the total money supply by $5, given a 20 per cent 
reserve ratio. People’s choice between demand deposits and 
cash in turn depends on such objective factors as banking 
facilities, service charges, the general acceptability of checks, 
and perhaps many others. Given these objective factors, the 
larger the proportion of money held in the form of demand 
deposits, the greater will be the bank reserves for credit ex¬ 
pansion. 

Under modem conditions demand deposits are by far the 
most important part of the money supply (about 75 per 
cent of the total money supply in the United States at any 
given moment). The members of the Federal Reserve Sys¬ 
tem are required by law to maintain a certain fixed amount of 
reserves in cash or its equivalent (e.g., demand deposits with 
Federal Reserve banks) against net demand deposits in the 
hands of the general public. With a 10 per cent reserve ratio, 
$1 will support $10 demand deposits. If the reserve ratio were 
100 per cent, $1 could support only $1 demand deposits. 
Thus changes in the legal reserve requirements make a sig¬ 
nificant difference to the money supply. 

DETERMINANTS OF V 

The velocity of circulation of money, or V of the equation, 
is the average number of money transfers among individual 
spenders during a given period. It includes monetary ex¬ 
penditures for all transactions. In practice, however, V is 
usually measured by a change in the volume of bank debits 
representing the dollar value of checks drawn by individuals 
and businesses against their deposits (after allowing for 
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changes in the value of money and seasonal variations). This 
practice is justified, at least in the United States, by the fact 
that about 90 per cent of all goods and services purchased in 
the United States are paid for by check. The velocity of money 
is influenced by individual spending habits, expectations, and 
whims, as well as by a host of objective conditions. 

Highly developed banking and financial institutions are a 
presumption in favor of a high velocity of money, since lend¬ 
ing, borrowing, and spending are thereby facilitated. The in¬ 
stallment payment system is another institutional factor favor- 
ing a high rate of spending. The community's methods of 
income payment also affect the turnover of money. In gen¬ 
eral, the greater the frequency of payment, the higher the ve¬ 
locity of money. Technological changes, population growth, 
the composition of population, the government’s fiscal policy 
with respect to taxes and expenditures, central-bank credit 
policy, corporate-dividend distribution policies, stock-market 
activity, the amount and forms of liquid assets—in short, all 
these and other variables affecting business cycles—exert 
their due influence on the velocity of money via their influence 

on consumption, savings, and investment, as will be shown 
in detail later. 


Peoples habits as to consumption and saving affect the 
velocity of money. Since people save at the expense of con¬ 
sumption, the velocity of money decreases to the extent that 
consumption expenditures decline. The velocity of money is 
influenced not only by people’s saving habits but by their 
abhty to invest savings. This ability in turn depends on profit 
expectations, investment opportunities, interest rates, public 
policy, and many other factors. People’s expectations^ to 
changes m future prices and income exert a considerable in- 
uence on the velocity of money. These expectations vary with 
business cycles^ During prosperity people spend more buy 
more goods and securities, and thus increased, for in such a 
penod they are generally optimistic about future prices and 
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income. It is well known that a hyperinflation greatly acceler¬ 
ates the rate of spending, since people are anxious to convert 
“worthless” money into goods and other stable assets. During 
depression people tend to spend less, sell securities, and hold 
on to cash, because they expect prices and incomes to fall 
further, thereby decreasing V. 

DETERMINANTS OF T 

The transaction approach to T includes all goods, services, 
and securities which are sold for money as often as they move 
toward final consumption. Thus a total output of 100 units sold 
and bought five times would give 500 units as the value of 
T. The volume of trade as such is influenced bv (a) the quan¬ 
tity and quality of productive factors, (b) the level of em¬ 
ployment, and (c) labor specialization and business organi¬ 
zation, to mention onlv the basic factors. 

Abundant means of production are a presumption in favor 
of a large volume of trade. Not onlv the absolute amount of 
productive factors but their proportion is important, for a 
community with more capital relative to land and labor is 
obviously capable of producing more goods and services than 
one without much capital. Of all the qualitative properties of 
productive factors, technical knowledge is perhaps the most 
decisive. Abundant resources without “know-how” are not 
very helpful. In the long run the quantity and quality of 
productive factors influence the volume of trade through 
their influence on the community’s capacity to produce. The 
actual level of production, however, does not always reflect 
the potential capacity to produce. Given the state of tech¬ 
nology, the actual volume of production varies with the levc 
of employment of available resources. At full employment 
production cannot be increased materially for lack of idle 
resources to be utilized, and therefore the volume of trade 
will be smaller than at less than full employment. Even if 
large money income is generated by conditions jf full em- 
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ployment, there will not be sufficient goods and services on 
which to spend that money income and thereby increase the 
volume of trade. Thus if full employment is assumed tacitlv or 
otherwise, T is synonymous with the fixed volume of produc¬ 
tion. 

Specialization or the division of labor has the effect of 
increasing productivity and therefore the volume of trade. 
Division of producers into manufacturers, wholesalers, and 
retailers, for example, leads to a larger turnover of goods and 
services than if one firm combines all these functions under 
a single management. It must be added, however, that risk 
and uncertainties attendant on specialization inhibit produc¬ 
tion and trade, and thus may offset in some measure the fa¬ 
vorable effect of specialization on T. 1 To the extent that busi¬ 
ness is organized along vertical or integrated lines, the volume 
of trade will be small, since the otherwise manifold produc¬ 
tive functions are performed by a single firm and the product 
stays within the firm from the raw material stage to the fin¬ 
ished stage. In general, the larger the number of independent, 

competitive firms or industries, the larger the total volume of 
trade. 

DETERMINANTS OF P 

The interacting behavior of M, V, and T determines the be¬ 
havior of P. In the actual world M, V, and T do not change in 
the same direction or in the same proportion. M may increase 
without an increase in V, and T may remain unchanged 
while MV increases. And so on. These possibilities affect P 
differently. It is necessary to emphasize that we must in¬ 
vestigate M and V together in order to know the effect of 
changing expenditures on the general price level. What is 
relevant is a net increase in MV, for an increase in M may be 
offset by a decrease in V. An increase in MV, however, has 
no effect on P, if T can be increased proportionally. In other 

1 On this jioint see Keynes, Monetary Reform, p. 39. 
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words, we must assume full employment in discussing the 
effects of MV on P, since full employment implies constant 
T. Moreover, it should be remembered that M affects P only if 
V and T remain constant 

A clear understanding of these interactions among P, M, 
V, and T is essential to an effective monetary policy of stabil¬ 
izing the general price level. It is generally agreed that MV 
should be increased with increased T due to increased produc¬ 
tivity, since P can thereby be kept down and money income 
to productive factors raised simultaneously. Such a policy is 
believed to have the effect of avoiding, in the long run, the 
extremes of inflation and deflation. 

P has a peculiar 
measures general purchasing power. It is this peculiar rela¬ 
tion of P to the value of money that makes that variable so 
unique—so much so that a fetish is often made of it. The view 
that the stabilization of general prices is the most important 
goal of monetary policy reflects such a fetishism. This view 
is just as one-sided as the crude emphasis on the quantity of 
money at the expense of other variables. These views are 
likely to lead to a general policy of expanding credit and 
currency up to the general price level. Others consider rela¬ 
tive prices of commodities and factors more important for 
policy purposes than the general price level. They therefore 
favor the downward adjustment of monopoly prices to the 
level of purchasing power. We cannot now enter this con¬ 
troversy, but it may be suggested in passing that the stabiliza¬ 
tion of money income (or expenditure) rather than that of 
prices is of crucial importance to monetary policy, for reasons 
to be explained later. 

An Evaluation of the Transaction Theory 

The limitations of the transaction theory are largely a mat¬ 
ter of its assumptions, especially regarding V and T. V is 
defined in terms of the “transaction” velocity of money. 


bearing on the value of money in that it 
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including all kinds of spending, whether by producers or 
by consumers, and T as the volume of trade involving both 
final and intermediate transactions. As such, V and T do not 
throw much light on the level of national income, which 
measures aggregate expenditure on “end products'" only, 
and which is crucial in estimating the expected level of em¬ 
ployment. This criticism will be elucidated in connection with 
other types of the quantity theory of money. 

The basic determinants of M, V, P, and T are mostly ap¬ 
plicable to other types of the quantity theory in so far as 
they run in psychological, institutional, and technological 
terms. Yet the usual emphasis on secular determinants in¬ 
jects an air of finality which is often fatal to dynamic mone¬ 
tary policy. For it is like saying that human nature, social in¬ 
stitutions, and technological laws being what they are, M, 
V, P, and T must of necessity behave as they do. Even when 
short-run influences are admitted, the impression is frequently 
given that they are too ephemeral and weak to make a sig¬ 
nificant difference in the general price level or in the value 
of money. For example, T is assumed to be based on natural 
resources and technical conditions, independent of the quan¬ 
tity of money, but T will be affected by a change in the 
quantity of money via the latter’s effect on general prices. 

The equation MV = PT suffers from the disadvantage that 
it is unrelated to the more common-sense view of price de¬ 
termination: namely, the determination of the value of money 
by the demand for and supply of money relatively to the 
volume of production. Thus the theory of money is artificially 
divorced from the general theory of value. 2 This is a false 
dichotomy which only obscures the proper dichotomy be¬ 
tween the theory of the behavior of individual firms and the 
theory of the economy as a whole 

The equation MV = FT or P = MV/T is primarily a frame 

co^ Em p l 0m Merest, and Money (Hax- . 
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of reference for analyzing the quantitative relations that 
determine the general price level or the “transaction” value 
of money. The equation is a truism in the ex post sense, for 
what was spent must have become income. But in order to 
have practical significance the variables of the equation 
should be interpreted in the ex ante sense or in the causal 
sense. The practical question is: What must and can be done 
to change any of the variables involved in order to achieve 
the desired level of prices or the desired change in the value 
of money? A satisfactory answer would require an estimate 
of future changes in the basic determinants of M, V, and T. 

The Income-Flow Equation of Exchange 

Another variant of the quantity theory is known as the 
“income-flow” equation of exchange. In contradistinction to 
the transaction equation, the income-flow equation may be 
expressed as MV y = P y T y or P y = MV y /T y , where M stands 
for the quantity of money, V y for the “income velocity of 
money,” 3 T y for final goods and services, and P y for the average 
price of all that enters into T y . Spelled out, this means that 
national income is equal to total expenditure on final or “end 
products.” 

M is the same as in the transaction equation, but V y is 
smaller than V of the transaction equation. V y excludes de¬ 
rived spending of manufacturers, which is included in the 
transaction velocity of money, such as expenditures on raw 
materials and intermediate goods and services. In other 
words, V y includes the turnover of money spent on final out¬ 
put only (or final consumption, as some prefer to call it). 
V y may be defined as the average time duration of the flow 
of money among final income recipients. Suppose, for ex¬ 
ample, that the money supply in a given period is equal to 

8 Some writers call it the circuit velocity of money. On this concept see 
D. H. Robertson, Money (Harcourt, New York, 1929); also J. W. Angell, 
The Behavior of Money (McGraw-Hill, New York, 1936). 
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$180 billion. Suppose, further, that total expenditure on final 
output amounts to $200 billion in the same period. Then the 
income velocity of money can be obtained by dividing total 
expenditure by the total quantity of money, that is, V y = 
P y T y /M. Hence the value of V y is $1.11 per year or about 
$.09 per month. 

T 7 of the income-flow equation consists in real national in¬ 
come, that is, the flow of finished goods and services over a 
period of time (excluding intermediate goods on the way to 
the ultimate buyers’ market). Given the average price of all 
final goods and services that enter into T y , P y T y is equal to 
money national income (i.e., the dollar value of output). 
Since T y includes only final output, it is necessarily smaller 
than T of the transaction equation. P y is not so inclusive as 
P of the transaction equation, since it is the average price of 
only those goods and services which enter into “ordinary con¬ 
sumption, that is, the ultimate buyers’ market The income- 
flow equation P y = MV y /T y is a way to measure the “income- 
value” of money, while the transaction equation P = MV/T 
gives us the “transaction- value” of money. The former is 
perhaps more appropriate for testing the purchasing power 
of the consumer dollar than the latter, since the cost of liv¬ 
ing index is a good first approximation to P^ 

The restricted assumptions regarding the variables of the 
income-flow equation are much more realistic than the 
catchall assumptions concerning the strategic variables of 
the transaction equation—namely, V and T. To limit the 
velocity pf money and the volume of trade only to final out- 

Hon^ °fT ,d the , f amil,ar criticism of the transaction equa- 

nri^l T p an f leS are SUCh 35 to lead t0 a “hotchpotch” 
" t U t, er ™ 0r f’ V ' and T ' clarif y the static rela- 

for the T th , e . general P rice level and the national income, 
for the national income, MV„ can be seen as the resultan 

of ah the expenditures on current output, P,T or as the 
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general level of prices. However, income-flow variables V y 
and T y suffer from the same disadvantage as transaction 
variables V and T, in that they are “blanket” variables which 
fail to distinguish between consumer and business outlays 
and between consumer goods and capital goods. They there¬ 
fore fall short of strategically useful variables, for it is ex¬ 
tremely important for countercyclical policy to recognize 
the strategic significance of investment outlays and of ac¬ 
tivity in the capital-goods industries. It is for this reason that 
today the more realistic “income-expenditure” equation Y = 
C + I (where Y stands for national income, C for consump¬ 
tion expenditures, and I for investment outlays) is more 
widely used for national income analysis. Nevertheless, the 
income-flow equation has given us the notion, however vague, 
that the general price level is perhaps influenced more sig¬ 
nificantly by the flow of income than by the quantity of money. 


The Cash-Balance Equation of Exchange 

The cash-balance or “Cambridge” equation of exchange 
M = PKT expresses that type of the quantity theory of money 
which was initiated and popularized by such Cambridge 
economists as Marshall, Pigou, Robertson, and Keynes, and 
which centers on the demand for money as the strategic ex¬ 
planatory variable. The Cambridge equation is identical with 
the income-flow equation except with respect to K. It tells 
us that total cash balances are equal to real national income 
over whose purchases cash balances are held in a given 
period. M stands for total cash balances, that is, hand-to-hand 
currency plus demand deposits; K for the average length of 
time for which cash balances are held idle against total ex¬ 
penditure; T for real national income; and P for the average 
unit price of T. 

Interaction of these variables may be illustrated by a simple 
example. If M is equal to $100 billion, T 500, and P $1, K 
must be 0.2 (K = M/PT). Let P increase to $2. M will then 
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be $200 billion, other things being equal (0.2 X 500 X 2). If 
T increases to 1,000, M will be $400 billion (T = M/'PK). If 
K increases to 0.4, M will be $800 billion. In reality K, T, 
and P do not change either simultaneously or in the same 
direction. Nor does M necessarily change in an equal propor¬ 
tion to changes in K, T, and P. For example, M will remain 
unchanged, if an increase in T is offset by a decrease in K. 
That is to say, if T increases to 1,000 and K decreases to 0.1, 
P remaining equal, M will be $200 billion instead of $400 
billion. 

Of all the variables of the cash-balance equation, K re¬ 
mains to be explained in some detail. K is usually expressed 
as a fraction of a definite period of time, such as a year or a 
month. If K is one month of a year, it is 1/12. If the fraction is 
two months of a year, K is 1/6. This means that the community 
holds cash balances sufficient to purchase goods and services 
for two months. In other words, the community’s cash bal¬ 
ances should be the monetary equivalent of 1/6 of the real 
national income. Thus the greater the value of K, the larger the 
total amount of cash balances to be held by the community 
Since V =PT/M and K = M/PT, K is obviously the reciprocal 
of V, or 1/V. This suggests that whatever influences V also 
influences K, though inversely. Where V is large, K is small, 
and vice versa. If circumstances are such as to increase V 
the need for money to hold is small and therefore the average 
length of time for which purchasing power must be held in 
the form of money is correspondingly short. This is merely 
another way of saying that the demand for money as a store 
o value decreases as the demand for money as a medium of 
exchange increases. Thus K is an index of the demand for 
money as a store of value. To say that the demand for money 
as a store of value increases is to say that the velocity of 
circmation of money decreases, since the money held idle 
gamst total expenditure is obviously not in circulation. 

Ihus the cash-balance equation brings to the fore the 
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demand for money to hold. This emphasis on the demand 
side is in sharp contrast with traditional emphasis on the 
supply side. It is also consistent with modern emphasis on 
aggregate demand for stabilizing the levels of income and 
employment. The cash-balance approach links itself up with 
the general value theory, since it explains the value of money 
in terms of the demand for and supplv of money. Once again 
the value of monev is seen as the resultant of “homelv but 

y y 

intelligible” market forces of supply and demand. The trans¬ 
posed equation P = M/KT is perhaps a more useful device 
than the transaction equation P = MV/T to explain the value 
of money, since it is more convenient to know how large 
cash balances individuals hold—or wish to hold relative to 
total expenditure—than to know how much they spend for 
all kinds of transactions. The cash-balance approach has in 
fact given rise to the famous liquidity-preference theory 
which will play an important part in our discussion of income 
and employment later. 

As long as we are concerned with the general price level 
or with the value of money, M = PKT, along with MV = PT, 
is a useful tool of analysis. But when we move on to the 
determination of aggregate output and employment, we shall 
find the “income-expenditure” equation Y = C + I ( or some 
variant of it) to be a much more useful and more powerful 
tool of analysis. In fact much of modern discussion of changes 
in the general price level (e.g., inflation) runs in terms of 
the influences which change people’s choice between liquid 
and nonliquid assets, their disposition to consume or to save 
out of a given income, and their willingness or ability to in¬ 
vest. In other words, MV — PT or M = PKT is no longer 
considered indispensable even to general price analysis. Our 
discussion of the quantity theory of money may, however, lay 
a basis for a better understanding of the possibilities and limi¬ 
tations of monetary policy for price stabilization and there¬ 
fore for the protection of the purchasing power of money. 
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It may be stated parenthetically that the quantity theory of 
money at its best represents a great advance in economic 
methodology over the orthodox value theory, since the former 
is an attempt to explain the behavior of the economy as a 
whole rather than the behavior of individual prices and quan¬ 
tities on the tacit assumption of the stability of the value of 
money or on the unrealistic assumptions of full output and 
full employment. 
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MONEY CAN be created or destroyed in the sense that the 
money supply is increased or decreased by the government 
or by the commercial banking system. In this chapter we 
are primarily concerned to show the mechanisms and proc¬ 
esses involved in the creation and destruction of money in 
the above sense. 


Creation of Bank Credit 

Demand deposits are by far the most important constituent 
of the total money supply in modern conditions. Demand 
deposits arise principally from (a) cash deposits and (b) 
bank loans and investments. 1 The former are called “primary 
deposits” and the latter “derivative deposits.” In the case 
of primary deposits there is no net increase in the money 
supply, since there is merely a shift from cash to demand de¬ 
posits. Primary deposits, however, are capable of serving as 

1 Strictly speaking, demand deposits arise also from gold inflow and central 
bank acquisition of assets, since individual sellers of cold or securities are 
likely to deposit the proceeds (checks) at their own banks. 

28 
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a basis for credit expansion and therefore for increased money 
supplies. It is derivative deposits which result in a net in¬ 
crease in the money supply, since bank credit is thereby 
“created” out of thin air, so to speak. The process involved 
in the creation of bank credit can be illustrated by a simple 
model. Let the initial statement of a commercial bank be: 


Cash 20 Demand deposits 100 

Loans 20 Others 100 

Investments 60 
Others 100 

200 200 

■ Assuming the legal reserve ratio of 20 per cent, the bank 
has no “excess reserves” over and above the legal minimum 
(20) to support demand deposits of 100. Now suppose pri¬ 
mary deposits of 10 have resulted from customers’ cash depos¬ 
its. The relevant changes in the bank statement are as follows: 

(1) After Primary Deposits of 10 
Cash 20 -\- 10 Demand deposits 100 + 10 

(Excess reserves = 8) 


Since 22 is required to support demand deposits of 110, 
the bank now has excess reserves of 8 (= 30 — 22). But the 
public has gained no net increase in M, since what was lost 
to the bank has merely reappeared as demand deposits; the 
money supply will increase only if the bank decides to use 
the excess reserves for making additional loans or investments. 
Although the presence of excess reserves is a presumption in 
favor of credit expansion, it is not the same thing as an actual 
increase in the money supply. Whether the bank can make 
use of its excess reserves for lending or investment purposes 
depends on a number of factors, e.g., general business con¬ 
demns interest rates, borrowers’ willingness to borrow, the 
bank s liquidity position, etc. 

oll 5 p0S f’ £? ther > * hat entire excess reserves of 8 are lent 
out in cash. The resulting bank statement reads as follows: 
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(2) After Lending Out the Excess Reserves in Cash 
Cash 20 + 2 (10 — 8) Demand deposits 100 + 10 

Loans 20 + 8 

(Excess reserves = O; increase in M = 8) 

Demand deposits remain unchanged, since the borrowers 
have left nothing in the form of checking accounts. The banks 
cash is now 22 instead of 30, since 8 out of cash deposits of 
10 has been taken out by the borrowers. Excess reserves are 
zero (22 — 22), the minimum legal reserves necessary to 
support demand deposits of 110 being 22. But the volume of 
money in the hands of the general public has increased by 
the amount of the loans taken out in cash, or by 8. 

j 

Now consider the case of derivative deposits of 40. The 
bank statement changes as follows: 

(3) After Derivative Deposits of 40 
Cash 20 Demand deposits 100 + 40 

Loans 20 + 40 

(Excess reserves = —8; increase in M = 40) 

In order to support demand deposits of 140 the bank must 
have legal reserves of 28. Yet the bank’s cash amounts to 
20, and hence excess reserves of —8 are one result of the 
lending operations. Actually the bank is unlikely, except 
under unusual circumstances (e.g., an acute postwar de¬ 
mand for bank credit), to lend out to the full extent of its 
excess reserves; it would make certain that at least excess 
reserves of 8 are in its possession or obtainable before grant¬ 
ing new loans of 40. The other result of the lending opera¬ 
tions is a net increase in M, or 40. It is this type of deposit 
which causes a significant change in the total supply of 
money. The same principle applies to those derivative de¬ 
posits which arise from bank purchases of securities. In this 
case investments of 40 would be substituted for loans of 40 
on the asset side. The bank gives the sellers of the securities 
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demand deposits, which increase by the amount of the in¬ 
vestments. 

Finally, consider a case in which loans of 10 are granted, 
of which 2 is taken in cash and 8 left in demand deposits. The 
following changes occur: 

(4) After Loans of 10 Part of Which is Taken in Cash 
Cash 20 4- 8 (10 — 2) Demand deposits 100 -{- 10 -f- 8 
Loans 20 -f- 10 

(Excess reserves = 4.40; increase in M = 10) 

The legal minimum necessary to support demand deposits 
of 118 being 23.60, the bank has excess reserves of 4.40 
( = 28 — 23.60). The public has acquired a net increase in 
M, or 10, 8 of which consists in demand deposits created 
and 2 in cash paid from reserves. 


Multiple Credit Expansion by the Banking System 


We have seen that each individual bank is able to expand 
credit only up to its excess reserves, first because it loses cash 
to other banks through the borrowers’ check payments, and 
secondly because it loses cash to the public (i.e., the bor¬ 
rowers) who may take out a part, if not all, of the loans in 
cash. But the commercial banking system as a whole can 
expand credit many times the initial excess reserves. 2 


Suppose bank A lends out 100 on the basis of excess re¬ 
serves of 100, thus creating derivative deposits of 100. Bank 
A s borrowers’ check payments of 100 to customers of bank 
B lead to primary deposits of 100 in the latter bank. With a 
10 per cent reserve ratio, bank B can create derivative de- 
posits of 90, and so on—until the original excess reserves of 
100 are distributed among many banks as a 10 per cent re¬ 
serve basis for about 1,000 derivative deposits. The process 
involved is illustrated below. 


* For .?. n ori S ina l contribution on this subject, 

(Macmillan, New York, 1926). 


see C. A. Phillips, Bank Credit 
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Bank A Bank B Bank C 

Excess reserves 100 Primary deposits Primary deposits 90 

erivative deposits 100 Excess reserves 81 

100 Excess reserves 90 (90 — 9) 

(100 — 10) Derivative deposits 81 

Derivative deposits 
90 

(Derivative deposits = 100 + 90 + 81 . . . + n = 1,000, or 10 

times the original excess reserves of 100, given a 10 per cent reserve 
ratio) 

It is convenient to compare a multiple expansion of loans 
by the banking system to credit expansion by the one and 
onl y (hypothetical) bank in the community. Given a 10 per 
cent reserve ratio, such a bank could lend out 10 times the 
initial excess reserves (e.g., loans of $1,000 against reserves 
of $100). For the one-bank system does not lose cash to 
itself; it loses cash only to the public. By contrast, an indi¬ 
vidual bank in the banking system must be prepared to 
lose the full amount of the loans to other banks (unless the 
recipients of the checks happen to bank at the same bank). 
Since what one bank in the system loses is a gain to another, 
no loss of reserves is involved for the banking system as a 
whole. The formula for discovering the extent of credit ex¬ 
pansion by the banking system is: Excess reserves/Legal 
reserve ratio. For example, let the excess reserves be $10 
million and the reserve ratio 10 per cent, or 0.1. Then the 

banking system can expand demand deposits by $100 mil¬ 
lion (10/0.1). 


The Destruction of Bank Credit 

Bank credit can be “destroyed” through a reduction in 
bank loans and investment, the extent of the destruction 
depending on the prevailing reserve ratio. A reduction of 
cash below the legally required reserves to support demand 
deposits leads to a multiple contraction of bank credit 
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throughout the banking system and therefore to a decline 
in the total supply of money. Suppose that a depositor per¬ 
manently withdraws $100 from his checking account, that 
is, not to spend but to keep the money in the mattress. The 
bank in question loses $100 of cash and $100 of demand de¬ 
posits. Suppose, further, that the prevailing reserve ratio is 
10 per cent. The bank presumably had $10 against the $100 
of demand deposits withdrawn, but it had to pay out $100, 
not $10. The bank had to use $90 of its legal reserves held 
against other depositors’ demand deposits in order to meet 
the original depositor’s demand for $100. This means that 
the bank’s legal reserves have fallen below the required mini¬ 
mum and that the bank will have to take some action to 
improve its impaired reserve position. This is where a 10:1 
contraction of bank credit begins! For the bank must call 
in loans or sell securities to the amount of $90, thus involving 
other banks in the process of the 10:1 contraction of credit. If, 
however, the bank could acquire additional cash by borrow¬ 
ing from the Federal Reserve bank, it would not take de¬ 
flationary action. Barring this possibility, a multiple contrac¬ 
tion of credit is inevitable, as shown in the following models. 


Cash 

Loans & in¬ 
vestments^—90 

—$100 


Bank A 

—$10 Deposits —$100 


—$100 


Cash 

Loans fit in¬ 
vestments —$81 

—$90 


Bank B 

—$9 Deposits 


$90 


—$90 


As Bank A requires its borrowers to repay their loans or 
sells securities or does both, Bank B’s customers are thereby 
compelled to withdraw $90, thus causing Bank B to call in 
loans or sell securities to make good the $81 which it had 
paid out of reserves held against other customers’ deposits. 
Bank Bs action will in turn cause other banks to take similar 
action. The result is a 10:1 contraction of bank credit. Thus 

3 1 ! 6 ™ ° f Cash reserves below the legal minimum, 
whether due to a cash withdrawal, a repayment of loans gold 
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outflow, or Federal Reserve sale of government securities, 
leads to a magnified decline in total demand deposits and 
therefore to a sharp reduction in the total money supply. 
The inverse correlation between reserve ratios and the mag¬ 
nified decline in bank credit can be seen in the following 
modeL 


Reserve ratio 

Initial loss 
of cash 

Magnified decline 
in total deposits 

10% (10:1) 

$100 

$1,000 

25% (4:1) 

$100 

$400 

50% (2:1) 

$100 

$200 

100% (1:1) 

$100 

$100 


It is not difficult to understand whv some economists favor 
a 100 per cent reserve ratio. For with a 100 per cent ratio, 
a withdrawal of $1 or repayment of a $1 debt would lead to a 
$1 contraction of loans and investments and therefore of 
demand deposits, that is, a dollar-for-dollar decline in the 
money supply. A system of 100 per cent reserves, it is believed, 
would stabilize the price system, since it would prevent an 
otherwise inevitable multiple contraction of bank credit. 
Apart from the merits or demerits of such a proposal, it is a 
fair question to ask whether it would be wise to allow the 
quantity of money in general and bank credit in particular 
to be mainly determined by profit-motivated capricious lend¬ 
ing and investment operations of the private banking system. 
A consideration like this has given rise to various theories 
of monetary management. 

The Creation and Destruction of Money by the State 

Under normal circumstances there is no need for govern¬ 
ment interference with the private creation and destruction 
of money (i.e., by commercial banks). In the United States, 
for instance, privately created bank deposits and Federal 
Reserve notes are sufficient to meet ordinary business and 
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individual requirements. But we have noted that the value 
of money is inherently unstable when its creation and destruc¬ 
tion is left largely to profit-motivated private lending and 
investment operations (i.e., demand deposits created or de¬ 
stroyed by commercial banks). This fact already anticipates 
some government interference. The more positive justifica¬ 
tion for the government assumption of monetary management 
lies in the possibility that the government may create or 
destroy money in the overall interest of economic stability, 
that is, to avoid both inflation and deflation. It is in this sense 


that money is considered as “a creature of the State.” 3 
How can the government create or destroy enough money 
to affect the national economy? In the first place, the govern¬ 
ment has the sole authority to create or destroy “legal tender,” 
that is, money which is made legally acceptable in payment 


of taxes and private money obligations. Although legal tenders 


are not necessarily acceptable from the standpoint of the 


general public, as during a hyperinflation which causes the 


value of money to depreciate dramatically, they can be made 
acceptable by making other kinds of money unavailable. 
Besides its power to create or destroy money by fiat, the 
government can do so through its power to tax the people. 
Thus viewed, the potential power of the State to create or 
destroy money is as great as monetary-fiscal policy makes it. 

Governments may manufacture money by resorting to the 
printing press under such extraordinary circumstances as war, 
inflation, and depression. 4 As long as the cost of war, for ex¬ 
ample, can be met by taxes and borrowing, the printing press 
is unnecessary and perhaps undesirable. Most governments 
avoid the printing press even during a costly war—largely for 
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fear of inflationary consequences. As far as its effect on the 
money supply is concerned, the printing press is exactly the 
same as bank credit manufactured for the government in 
exchange for the latter’s “IOU’s,” that is, a net increase in M. 
Superficially the printing press may be criticized as too easy 
and too simple, but a more serious criticism is that it tends 


to overstress quantitative monetary management . 5 

The printing press is rendered almost obsolete by the fact 
that governments can nowadays borrow from the central 
banks at practically no cost. For example, a government may 
directly or indirectly sell government securities to the central 
bank to obtain the necessary amount of credit, and pay in¬ 


terest on those securities held by the bank out of the bank’s 


own profits, part or all of which ultimately go to the govern¬ 
ment. Thus the government can get central bank credit in 
exchange for its promise to pay, virtually free of interest cost. 
Apart from the question of cost, the most practical way for 
the government to create new money is to borrow from the 
banking system (commercial banks as well as the Federal 
Reserve banks) and to spend the proceeds. This method is 
usually defended on the ground that taxes and other alterna¬ 
tives are politically less expedient and economically less de¬ 
sirable. This is a rather controversial point. For the moment 


we are interested only in the process involved. Public bor¬ 
rowing from the banking system leads to the creation of de¬ 
mand deposits in favor of the government in exchange for 
government securities. Since government deposits are not 
included in the money supply, an increase in M must be 
sought in the spending of those deposits by the government. 


5 For pro and con arguments about “interest-free financing, see Hansen, 
Economic Policy and Full Employment (Whittlesey, New York, 1947) pp. 
202-221; P. Wernette, Financing Full Employment (Cambridge, 1945); H. G. 
Simon, A Positive Program for Laissez-Faire (Chicago, 1934); F. D. Graham, 
in Planning and Paying for Full Employment , eds. Lemer and Graham 
(Princeton, 1946), pp. 40-66; H. G. Hayes, Spending, Saving, and Employ¬ 
ment (Knopf, New York, 1947), pp. 21&-214. 
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Since the government spends the deposits, the individual 
recipients of government checks get either cash or demand 
deposits at their own banks. Demand deposits in favor of the 
general public increase to the precise extent that government 
deposits decrease—a shift of money from the government to 
the public . 6 Commercial banks get additional reserves for 
further credit expansion, and the general 
tional purchasing power in the shape of demand deposits. 
Thus public borrowing leads to the creation of new money. 

The Treasury can also control the money supply through 
open-market operations, gold sterilization, and debt manage¬ 
ment, while the Federal Reserve authorities can do so through 
open-market operations, reserve requirements, rediscount 
policy, and other traditional control devices. Since most of 
these controls are discussed, and can be discussed more 
fruitfully, in connection with countercyclical policies , 7 it is 
sufficient here to indicate some of the more novel and daring 
methods of demonetizing money out of existence. 

Perhaps the most dramatic example of demonetization is 
to introduce a new currency to be exchanged for the old at 
certain fixed exchange rates and during a specified period, 
e.g., one new note for several old notes of the same denomina¬ 
tion. This method proved to be rather successful where it 
was tried to combat a hyperinflation which arose from an ex¬ 
cessive note issue . 8 A less drastic but nevertheless effective 
way to extinguish money during a definite period is to block 
or freeze part of deposit money. Moreover, the government 
may require holders of liquid funds to make long-term “forced 
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loans” of part of these assets to the government, that is, to 
hold the frozen or blocked funds in the form of long-term 
government securities. 9 The government may, in some cases, 
find it expedient to introduce additional taxes (e.g., a capital 
levy and “luxury” taxes) or drastically increase tax rates 
(e.g., both personal and corporation income taxes) to re¬ 
duce excess cash balances in the hands of the general public. 
Under normal circumstances, however, the conventional 
methods mentioned above may suffice. 

A fanciful method of demonetizing money is envisaged by 
some of the 100 per cent reserve planners as a part of the 
general scheme to control the money-creating or -destroying 
power of the private banking system. The method consists 
in the elimination of otherwise monetizable public debt held 
by commercial banks. On the assumption that a 100 per cent 
reserve ratio is already in effect, the Treasury is to provide 
banks with new reserves for credit expansion by issuing non- 
interest-bearing paper money in exchange for bank-held 
interest-bearing public debt. Suppose, for example, that total 
demand deposits in the commercial banks amount to $100 
billion, total cash reserves of the banks being equal to $20 
billion and government securities held by them $80 billion. 
In order to support $100 billion deposits the banks will need 
$100 billion of cash reserves, or $80 billion more than they 
now have, according to the 100 per cent reserve requirement. 
The Treasury is supposed to provide $80 billion in cash (paper 
money) in exchange for the $80 billion government securities 
owned by the banks. The result is the extinction of potential 
money (monetizable public debt amounting to $80 billion) 
“at one stroke,” so to speak. The greater the amount of public 
debt owned by commercial banks, the greater would be the 
impact of such a method of demonetization on the money 
supply, not to mention its income effect on those banks. 

9 See R. G. Hawtrey, “Monetary Aspects of the Economic Situation ” Ameri¬ 
can Economic Review, March, 1948. 
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Whether this kind of demonetization would have a stabilizing 
effect on the general price level is certainly open to question, 
but its theoretical possibility cannot be ignored, especially 
when the public debt is large and growing. 

Thus the government has at its disposal various tools to 
“create” or “destroy” a significant portion of currency and 
deposit money, the choice of any particular tools depending 
on the nature of the given situation that calls for their use. 
How effective any particular tool is in achieving a given ob¬ 
jective cannot be determined on any a priori grounds; it de¬ 
pends on a variety of factors, such as the presence or absence 
of offsetting measures, the gravity of the situation in question, 
conflicting objectives of monetary and fiscal policies, the pre- 

g conventions, 

and many others. One thing, however, seems fairly clear: 
namely, that the creation or destruction of money by the State 
is generally more effective than similar action by the bank¬ 
ing system in arresting monetary expansion, but no more 
effective by itself than the latter in stimulating general eco¬ 
nomic expansion. The public control of the money supply 
may of course be defended on other grounds. It is likely that 
the governments open-market operations will affect general 
liquidity and therefore general activity much more decisively 
than will the credit policies of the private banking system. 
This strongly suggests the possibility that money may be¬ 
come a creature of the State” earlier than we imagine. In¬ 
creasing government preoccupation with the problem of eco¬ 
nomic stability in general and that of depression in particular 
is indicative of such a possibility. 


vailing political climate, monetary and bankin 
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THE TRADITIONAL explanation of inflation runs largely 
in terms of changes in the money supply, the gold stock, and 
the cost of money (interest). While doubtless helpful in ex¬ 
plaining inflation, these stock concepts are theoretically in¬ 
conclusive and practically inadequate. Even the concept of 
“liquid assets” (e.g., accumulated savings out of past in¬ 
comes) is incomplete, though admittedly important. The 
quantity-theory type of explanation has been greatly im¬ 
proved by the income-expenditure approach to inflation, such 
as developed by Keynes during World War II. By functionally 
relating expected expenditures to disposal income (national 
income after taxes) in relation to the value of available out¬ 
put at base prices, Keynes originated the concept of the 
“inflationary gap”—not only to emphasize the strategic sig¬ 
nificance of the flow of money incomes in influencing the 
general price level but to show the primary importance of 
fiscal measures (e.g., tax and borrowing) for wiping out the 


“inflationary gap.” 1 This gap concept 


is our starting point. 


1 For further studies, see Keynes, How to Pay for the War ( Harcourt, New 
York, 1940); T. Koopmans, “The Dynamics of Inflation,” Review of Economic 
Statistics, XXIV, 1942; A. Smithies, ‘The Behavior of Money National In¬ 
come under Inflationary Conditions,” Quarterly Journal of Economics, LVII, 
1942; W. S. Salant, “The Inflationary Gap: Meaning and Significance for 
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The Concept of the Inflationary Gap 

The inflationary gap for the economy as a whole may be 
defined as an excess of anticipated expenditures over avail¬ 
able output at base prices. Anticipated expenditures are given 
by consumption-saving patterns plus the tax structure, while 
available output is given by conditions of employment plus 
the technological structure. The problem is one of keeping 
expenditures down to the level of current output instead of 
letting those expenditures bid up the value of that output. 

How does the inflationary gap start? Let us first take the 
case of a wartime consumer-goods inflationary gap. The level 
of wartime national income is determined by government 
war expenditures plus civilian consumption expenditures. 
This gives us a certain value of total output at a certain price 
level, say, $200 billion. Of this output the government claims, 
say, $90 billion, leaving $110 billion for civilian consumption. 
This is the amount of consumer goods at preinflation prices 
against which a proportional amount of money income must 
be paid out, if price stability is to be maintained. But sup¬ 
pose the economy is paying out money income at the rate of 
$230 billion by using past income or by creating new pur¬ 
chasing power. Suppose, further, that the government taxes 
away $50 billion out of the $230-billion national income pa^d, 
leaving a total disposable income of $180 billion. This is the 
amount of money income which may be spent for available 
output; but we have seen that the total civilian goods amount 
to $110 billion at the old prices. When, therefore, disposable 

m f C °™ ° f $1 ^ is left free t0 compete with available output 
ot $110 an inflationary gap becomes inevitable. The process 

involved m the development of this gap can be seen better 
m the f ollowing model. 

Policy Malang," American Economic Review, Tune 1942- L vi.fr, rh* 
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National income being paid = $230 billion ^ 

Taxes (Federal, State, and local) = $50 billion ^ 

Disposable income = $180 billion (230 — 50) 

Gross national product at preinflation prices = $200 billion 

War expenditures = $90 billion 

Available output for civilian consumption = $110 billion 
(200 — 90) at preinflation prices 

Therefore: the inflationary gap = $70 billion (180 — 110) 

Actually, of course, disposable income of $180 billion is not 
all spent; a part of it is saved. If people normally save 20 per 
cent of their income, $144 billion would be left actually free 
to bid up prices in the above example, and the actual infla¬ 
tionary gap would be $34 billion (144 — 110) instead of $70 
billion. If people voluntarily saved as much as $70 billion, 
the inflationary gap would be wiped out. Another “natural” 
solution would be to let the value of available output rise to 
the level of disposable income. Why not increase taxes to 
reduce the amount of disposable income? It is easier said, 
than done, even in wartime. And yet a drastic change in the 
tax structure is the most effective method of wiping out the 
inflationary gap, as will be shown later. On the other hand, 
available output for consumption purposes cannot obviously 
be increased at the expense of war production. The practical 
alternatives open to the government authorities in these cir¬ 
cumstances are to increase taxes and to induce savings. 2 

In wartime, investment outlays are equal to war expendi¬ 
tures plus government-sanctioned private investment, and as 
such they are largely independent of the level of current in¬ 
come and amenable to statistical prognosis. In peacetime it 
is more difficult to estimate beforehand what the level of 
total investment will be, since the bulk of investment decisions 
are made by private individuals. In so far as investment out¬ 
lays can be known beforehand, it will not be difficult to esti¬ 
mate the amount of consumer goods available for public con- 

2 For a full discussion of anti-inflation policies, see the next chapter. 
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sumption and therefore the inflationary gap, given a certain 
tax structure. The development of an inflationary gap during 
a postwar boom is illustrated in the following diagram. 





INCOME 

Fig. 1. The Inflationary Gap 


In the above diagram, the vertical axis measures consump¬ 
tion and investment, while the horizontal axis measures in¬ 
come (gross national product). The 45° line measures the 
quantitative relation of consumption expenditures to various 
levels of income; any deviation from the line indicates that 


consumption is larger or smaller than income. The 45° or 
C = Y line may be regarded as a zero-saving function. The 
curve represents a schedule of consumption expenditures 
winch people would make according to their normal habits, 
and ^functionally related to the levels of income postulated. 3 
iheC + I curve represents the amount people would want 
to spend for both consumption and investment at all hypo¬ 
thetical levels of income; it lies above the C curve for the 
smple reason that the amount of consumption and invest- 
_ . n § er than that of consumption alone. For simplicity’s 

ake the C + I curve is drawn so as to parallel the G curve. 


For a detailed explanation of the consumption function, see Chap. 10. 
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thus indicating that the amount of investment is the same at 

O 

all levels of income. Since income is equal to investment plus 
consumption, it follows that the intersection of the C + I 
curve with the C = Y line at the equilibrium point E 0 gives 
us equilibrium income Y 0 . We shall assume this Y 0 income to 
be full employment income. Income Y 0 corresponds to the 
value of total output at a given price level in our previous 
model. 

Now suppose that private businesses, the government, and 
consumers, together, want to spend for investment and con¬ 
sumption more than before at all levels of income. The result 
is the upward shift of the C + I curve to the level of the 
C' + P curve. In the absence of restrictions, the combined 
attempts of businesses, the government, and consumers to in¬ 
crease total spending would give us a higher income, Y,. Note 
that the new C' +P curve intersects the 45° line at E l .(¥et) 
available output is E 0 Y 0 , which is obviously smaller than in¬ 
come EjYj (or OY!) by the vertical distance between the 
points E x and E 0 . This latter difference between what the 
economy would spend (EjYj) and what it has available 
(E 0 Y 0 ) is the inflationary gap which must be wiped out if 
the prices of output E 0 Y 0 are to be prevented from rising. 
For any increase in total spending in conditions of full em¬ 
ployment, that is, beyond E 0 Y 0 , which is just equal to full em¬ 
ployment income OY 0 , would result in price increases instead 
of greater output and employment. The problem, therefore, 
is one of lowering the C' + F curve to the level of the old 
C +1 curve so that the former will cross the 45° line at E 0 , or, 
if possible, of preventing the C + I curve from rising to the 
level of the C' + V curve. In terms of policy, this may mean 
that the government will have to cut down its own expendi¬ 
tures and discourage excessive private capital outlays and 
consumption expenditures. Regardless of particular policy 
measures to reduce total spending, the inflationary gap can 
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be wiped out only by the reduction of effective demand if 
output cannot be increased for lack of unemployed resources. 
The situation becomes complicated when we consider an 
“open system” with foreign trade relations, for we shall have 
to add to aggregate investment another unpredictable vari¬ 
able: namely, a net foreign balance. 

Analysis of the inflationary gap in terms of such aggregates 
as national income, investment outlays, and consumption ex¬ 
penditures clearly reveals what determines public policy with 
respect to taxes, public expenditures, savings campaigns, 
credit control, wage adjustments—in short, all the conceiv¬ 
able anti-inflation measures affecting the propensities to con¬ 
sume, to save, and to invest, which together determine the 
general price level. It is by influencing those propensities, 
directly or indirectly, that the monetary-fiscal authorities 

hope to wipe out the inflationary gap and therefore prevent 
further price increases, 

Inflation and Full Employment 

Thus far we have said nothing about the possibility of in¬ 
creasing output. If the production of consumer goods could 
be increased pari passu with effective money demand, the 
inflationary gap would be greatly narrowed. But an increase 
in available output is exceedingly slight during a war and an 
immediate postwar period, since the economy in such a period 
usually operates at full employment. A full-employment econ¬ 
omy however brought about, is highly susceptible to infla¬ 
tion. In the long run there is no problem of inflation, particu¬ 
larly m those dynamic and expanding economies which are 
oapable of increasing output to match with expanding de- 
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productivity, and new resources may be discovered—so that 
full emplovment can be maintained continuously without 
price inflation. 

But in the short run “the stubborn and intractable fact 
about an economy already operating at peak levels is that 
output cannot be expanded except by slow degrees/’ 5 As 
indicated earlier, inflation is often attributed to increased 
demand on the tacit assumption of full employment, or what 
comes to the same thing, of constant output. But full employ¬ 
ment should be explicitly stated as a limiting factor on the 
supply side. At less than full employment both consumer 
goods and capital goods (or, as in wartime, both guns and 
“butter”) can be produced without general price increases. 
But once full employment is reached, an attempt to increase 
output of consumer goods involves the bidding up of factor 
prices, since the factors of production already employed in 
capital-goods industries must be induced to shift to consumer- 
goods industries. At full employment, therefore, a further in¬ 
crease in aggregate demand spends itself largely in raising 
the general price level instead of enlarging aggregate out¬ 
put and employment. That is why inflation is typically a short- 
run phenomenon peculiar to a stationary, full-employment 
economy. In order to achieve full employment without at 
the same time provoking a runaway inflation, we must inquire 
into the atomistic elements of the economy which make the 
inflationary tendency perceptible even before the point of full 
employment is reached. 

Keynes showed why “semi-inflation” is likely to develop 
with increasing money supplies before the point of full em¬ 
ployment is reached. 0 His analysis is helpful for an under¬ 
standing of slow but steady inflationary pressures which 
characterize a period of recovery or the early and later stages 

5 The President’s Economic Report (Washington, D.C., January, 1948), 

p. 43. 

0 Cf. General Theory, pp. 296-303. 
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of a war economy. With an expansion of money at less than 
full employment, prices rise gradually as output and em¬ 
ployment increase—for a number of reasons of which Keynes 
gives an outline of five of the most important. 7 In less tech¬ 
nical terminology these reasons are as follows: 

1. The variety of channels into which increased money sup¬ 
plies may flow. Effective demand (the flow of monetary ex¬ 
penditures) is divided among the rise of prices, the rise of 
costs, and the rise of output and employment, the amount of 
each share depending on the community’s choice between 
consumption and saving and between liquid assets and non¬ 
liquid assets, prospective rates of profit, interest rates, and 
other forces in operation. Since not all the increases in money 
supplies are spent in increasing output or absorbed by the 
rise of costs, it follows that the effective demand for some 
goods and services must increase with increased money sup¬ 
plies and, together with rise of costs, exert an upward pres¬ 
sure on general prices. If part of the increased effective de¬ 
mand is diverted to speculative channels (e.g., purchase of 
old securities), the securities market instead of the commodity 
market will be stimulated. In this case new output will not 
increase as much as if new securities were being bought, or as 
if demand were directed toward nonspeculative channels, 
and the inflationary pressure on general prices will be all 
the greater. Obviously this type of analysis is much more fruit¬ 
ful for policy than the traditional analysis of the relation be¬ 
tween ‘'blanket” M and V. 

2. The nonhomogeneity of resources. Since labor, for ex¬ 
ample, is not homogeneous in skills or efficiency, the use of 
less and less efficient labor will lead to a diminishing return 
from a fixed quantity of capital equipment in terms of out¬ 
put as output increases and as more labor is applied to that 


7 For interesting comments, see J. Lintner, “The Theory of Money and 
Prices, and A. Smithies, ‘Effective Demand and Employment” in The New 
Economics (S. E. Hams, ed., Knopf, New York, 1948). 
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equipment. If skilled labor is scarce relative to demand, the 
use of less skilled and less experienced labor will involve a 
higher unit labor cost and therefore the rising supply price 
of output. Similarly, capital equipment is nonhomogeneous 
in quality and types. Some part of equipment, therefore, in¬ 
volves an increase in what Keynes calls “prime costs” (factor 
costs plus opportunity costs) per unit of output and there¬ 
fore increasing marginal prime costs. This means that the 
supply price (cost of production) will rise, and the demand 
price (to be paid by buyers) with it. 

3. The perfectly inelastic supply of particular resources. 
Since some unemployed resources are short of supply rela¬ 
tive to demand, a series of “bottlenecks” is bound to raise 
factor prices and therefore commodity prices in some sectors 
of the economy. If unemployed resources are substitutable, 
as they would be in the longer period, such “bottlenecks” need 
not occur to divert demand to other directions via higher 
prices. But in the short period some particular resources are 
likely to have a supply elasticity of zero. Accordingly, the 
supply of particular commodities will become completely in¬ 
elastic and their prices will have to rise to discourage the 
demand for those commodities. The supply of durable con¬ 
sumer goods in an immediate postwar period is a case in point. 

4. Increases in wage rates. As output increases and as busi¬ 
ness booms along the road to full employment, each group 
of employed workers will press for higher money wages and 
get them, though seldom as high as will compensate for the 
rising cost of living. As long as there are unemployed workers, 
entrepreneurs will for obvious reasons not give money wage 
increases to the full extent of the cost of living. However, en¬ 
trepreneurs are disposed to meet demands for higher wages 
more than halfway in a period of an increasing effective de¬ 
mand. Wage increases are likely to be discontinuous, since 
they depend on the unpredictable psychology of the workers 
as well as on the no less unpredictable policies of manage- 
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ment and organized labor. Wage increases, however dis¬ 
continuous, will exert an upward pressure on general prices, 
in part through their influence on costs and in part through 
their influence on aggregate consumer demand. 

5. The possibility of increasing marginal cost. In the short 
run some variable factors other than labor entering into 
marginal cost may have different degrees of price elasticity 
of supply and therefore show varying degrees of price rigidity. 
If, for example, the supply of particular raw materials is per¬ 
fectly inelastic (i.e., nonsubstitutable), an increase in the 
demand for such raw materials will lead to what amounts to 
quasi-rent/ a factor price which is much higher than if 
supply were elastic. (If supply were perfectly elastic, in¬ 
creased output and input would be possible with constant 
marginal cost.) Under these circumstances, the marginal cost 
curve will move upward via diminishing returns, 8 and its 
position may also shift upward. In either case increasing 
marginal cost is associated with higher prices, according to 

the familiar principle of equating marginal cost to marginal 
revenue. 


Analysis of Inflationary Pressures 

Inflationary pressures arise from both the demand side 
and the supply side. By “demand” is meant the income de¬ 
mand or the demand of money income for things, while “sup¬ 
ply” here means available output for which money income can 
be spent. 9 
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DEMAND SIDE 

On the demand side, the major inflationary factors are: 
(a) the money supply, (b) disposable income, (c) consumer 
expenditures and business outlays, and (d) foreign demand. 
In a postwar period, the increased money supply is mainly 
due to an inordinate increase in demand deposits resulting 
first from government spending and then from bank expansion 
of loans and investments. Expansion of bank credit is at once 
a cause and an effect of inflationary pressures, since it reflects 
partly an enlarged income stream resulting from the use of 
bank credit and partly a growing business and personal de¬ 
mand for funds due to higher prices and costs. A postwar in¬ 
crease in the money supply, however brought about, is a 
presumption in favor of a high rate of spending. 

Disposable income (i.e., income payments to factors after 
personal taxes) is likely to remain at a high level partly be¬ 
cause of postwar relaxation of high wartime taxes but largely 
because of a high level of postwar national income. A part 
of disposable income is saved, to be sure, but most of it is 
spent on consumption (e.g., wage receipts and dividends 
after taxes). Since household consumption (as distinguished 
from community consumption related to national income) 
is a function of disposable income, the larger the amount of 
disposable expenditure the larger the absolute amount of 
consumption expenditure. Consumer demand is greatly stim¬ 
ulated, moreover, by the reduction of current savings, by 
the use of accumulated savings, by the possession of liquid 
assets (other than savings, e.g., readily cashable securities), 
and by the extension of consumer credit, thus adding to the 
inflationary pressures. In the absence of mass unemployment 
and of direct wartime controls wage increases are likely to 
be pushed by trade union action beyond general productivity, 
to increase consumer demand as well as business cost. 

Capital expansion takes on a speculative character during 
an inflationary boom. New equipment and plants and ex- 
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cessive inventories are often financed by speculative borrow¬ 
ing, not to mention an increase in replacement demand. And 
most of business expenditures find their way into the income 
stream via dividends, wages, and other income payments. 
When postwar public expenditures for capital development, 
defense, education, etc., are added to expanding private in¬ 
vestment, there is bound to be a terrific upward pressure on 
total spending, with the result that the inflationary gap in¬ 
creases still further—unless, indeed, consumption expendi¬ 
tures are supposed to decrease. 

An additional factor in the increased monetary demand is 
foreign expenditures for domestic goods and services. This 
factor is particularly significant if a country maintains an ex¬ 
port surplus, as the United States tends to do. The inflationary 
impact of foreign demand is weakened to the extent that the 
marginal propensity to import offsets additional expenditures 
for domestic goods and services out of the increased national 
income due to that foreign demand. If foreign countries can¬ 
not increase their sales of goods and services to the United 
States for exampk, an d thus obtain dollar exchange, they will 
FobaUy liquidate some of their holdings of dollar balances, 
sell their gold and spend the proceeds of loans and grants that 
may be provided by the United States. It is therefore very 
likely that foreign demand will exert considerable inflationary 
pressure on domestic areas of shortages which may be “a 
focal point of spreading inflation.” 7 

SUPPLY SIDE 

In contrast to a sharp rise in the monetary demand, the 
supply of goods and services is likely to increase but slightly in 

ernplo^ent. Shortages of labor, e^uipme^ ma 
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conditions of full employment is doubly inflationary, since 
it increases domestic income on the one hand and decreases 
domestic supplies on the other. Moreover, mere concentration 
of exports of commodities that are subject to especially strong 
domestic demand is often enough to increase inflationary 
pressure at home. 

The supply situation may be aggravated by yet another 
factor, namely, a wage-price spiral. Theoretically, wage in¬ 
creases in substandard-wage areas or industries do not neces¬ 
sarily precipitate a race between wages and prices, but in 
fact demands for wage increases often lead to price increases. 
A plausible explanation may be found in the general prac¬ 
tice of businesses to adjust themselves to cost increases “by 
increasing prices rather than by absorbing them in whole or 
in part by reducing profits.” 10 The highly inelastic nature 
of demand in a postwar period encourages businesses to raise 
prices with increasing payrolls and other costs. Wage-price 
spirals in particular areas or industries serve to spread infla¬ 
tion throughout the whole economy. 

ROLE OF EXPECTATIONS 

The process of inflation cannot be fully explained in terms 
of excessive spending relative to available output; expecta¬ 
tions play an important role in the speed of inflation. During 
inflation the expectation of higher prices usually stimulates 
general demand for inventories or consumer goods. Relative 
prices, so important in measuring inflationary pressure on 
“strategic spots,” are greatly affected by expectations con¬ 
cerning wages or incomes. The latter in turn affect the income- 
elasticity of demand, i.e., consumer reactions to different com¬ 
modities in response to a rise in income. The brighter the 
prospect of higher money incomes, the stronger the likeli¬ 
hood that consumers’ income-elasticity of demand will be 
greater than unity. A rise in expected income, therefore, in- 

l° The President s Economic Report, op. cit., p. 40. 
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duces businesses and consumers to spend more and faster. 

Mere expectation of wage increases often induces some 
businesses to increase prices even before upward wage ad¬ 
justments have actually taken place. In this respect it is use¬ 
ful to refer to the price-elasticity of supply to see how quickly 
production can be adjusted to changing prices. Anticipated 
shortages of particular commodities influence the price- 
elasticity of supply. Furthermore, expectation of continued 
foreign demand, such as was explicit in the American export 
surplus and implicit in the American foreign-aid programs 
during the postwar period, greatly stimulates current general 
demand at home. 

These and many other dynamic influences, coming as they 
do from both the demand side and the supply side, lead to 
speculative business and consumer spending and add to the 
existing inflationary pressures. 


The Effects of Inflation 

The impact of inflation is felt unevenly by different groups 
of individuals within the national economy. It is in the light 
of its specific effects that the social, political, and economic 
arguments for or against inflation are ordinarily understood. 
The ultimate test, however, of the desirability or undesirabil¬ 
ity of inflation lies in the overall effect of inflation on the eco¬ 
nomic stability of the nation as a whole. Generally speaking, 
inflation inflicts more harm on low- and fixed-income groups 
than on high- and flexible-income groups. This generalization 
needs to be qualified, however. Let us then examine the con¬ 
crete effects of inflation on various economic groups. 


DEBTORS AND CREDITORS 

Debtors as a group fare well during inflation, since they 

alio y “ a u 6tter P osition t0 re P a y their debts but also 
allowed to pay them m money whose purchasing power is 

lower than when they borrowed. In other words, £ fepa^ng 
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their debts during inflation debtors forgo less in goods and 
services than if they had to repay during a period of low 
prices. The face value of debt obligations remains the same, it is 
true, but the purchasing power of money may be so low that 
the debtors are only too glad to get rid of such inflated money 
(worthless during a hyperinflation). Businessmen, farmers, 
and consumers who borrowed funds prior to the inflation all 
stand to gain by inflation in so far as they meet their debt ob¬ 
ligations out of inflated currency. Even though debtors are 
usually more numerous than creditors, it does not necessarily 
follow that the former should welcome inflation. It is unlikely, 
though conceivable, that debtors as a group will resist anti¬ 
inflation measures in general, since debtors are at the same 
time members of one or another group which is adversely 
affected by inflation. 11 

Creditors, on the other hand, stand to lose by inflation, since 
they receive in effect less in goods and services than if they 
received the repayments during a period of low prices. Banks 
and individual lenders and other creditors mav not be worse 
off than some other groups during inflation if, for instance, 
they are repaid in a foreign currency whose value has not 
depreciated or in kind (Le., goods and services). The adverse 
effect of inflation on some creditors is often more than offset 
by its favorable effect on other groups to which they may 
belong simultaneously. For example, an individual who is at 
once a creditor and an investor in equities may find his divi¬ 
dends more than compensating for the loss of purchasing 
power in interest income (e.g., from bonds or savings ac¬ 
counts). 

THE ENTREPRENEUR 

Inflation is a great stimulant to business enterprise, and 
the entrepreneur, whether he is a manufacturer or a mer- 

u Keynes attributes the historical deterioration in the value of money partly 
to “the superior political influence of the debtor class and partly to the 
impccuniosity of Governments.” (See his Monetary Reform, p. 12.) 
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chant, stands to profit greatly by rising prices. He finds his 
inventories appreciating in value to the precise extent that 
the value of money is falling, and therefore can sell them at 
better prices. Moreover, the time lag between price increases 
and rising costs serves as an additional source of windfall 
gains. Until the costs of labor, raw materials, equipment, 
money capital, etc., catch up with general prices, the entre¬ 
preneur may expand production or carry larger inventories 
even with borrowed funds, as speculators usually do, and 
thus make fortunes overnight, so to speak. Reference has 
been made to the fact that businessmen react to higher costs 
by increasing prices rather than by absorbing them in reduced 
profit margins. It is not therefore surprising that the con¬ 
sumer should blame businessmen’s “exceptional profits’’ for 
“the hated rise of prices," although the truth of the matter is 
that such profits are a consequence rather than the cause of 
high prices. Yet the fact remains that inflation does convert 
the entrepreneur into the “profiteer," who is the object of 
common hatred and who, incidentally, destroys general con¬ 
fidence in the justice of the functional distribution of in¬ 
come. 12 


WAGE-SALARY EARNERS 

Although wage earners can chase “galloping” prices, they 
seldom win the race, with the result that their real wages and 
their standard of living are lower than if general prices and 
the cost of living in particular did not run away. To the ex¬ 
tent that wage earners succeed in getting wage concessions 
commensurate with the cost of living, they avoid taking the 
brunt of inflation. Some unions do succeed in obtaining wage 

cSHffi 
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contracts containing "escalator clauses” to make up for a 
decrease in real wages which would be caused by further 
increases in the cost of living. 13 Those who depend exclusively 
on fixed salaries for a living (including veterans living on 
pensions and educational allowances, survivors and social 
security beneficiaries, and those receiving public assistance) 
are severely affected by inflation, since upward income ad¬ 
justments take time or are impossible in some cases. Salaried 
groups are further handicapped by the fact that they are less 
well organized than wage earners to press for higher pay to 
compensate for a fall in real income. Inflation seems to have 
taught organized labor everywhere to be more conscious than 
ever of the significance of real wages and to get away from 
traditional "money illusions.” 

INVESTORS 

Inflation bestows favors on investors in equities but is 
rather harsh on investors in fixed-interest-yielding bonds and 
other similar titles to money. Equity dividends increase as 
a result of increasing corporate earnings, while bond income 
remains fixed. To the extent, however, that investors diversify 
their investments, as institutional investors normally do, they 
protect themselves against the devastating consequences of 
the falling value of money. The small middle-class investor 
has much to lose during inflation, since he usually places his 
savings in fixed-interest-bearing securities, insurance, and 
savings accounts. In many countries the small investor has 
had his savings largely, and sometimes completely, wiped out 
by the violent depreciation of the purchasing power of money. 
Such an experience has serious implications for economic 
progress, in so far as instability in the value of money dis¬ 
courages the common practice of saving and therefore blocks 
a principal source of investment in a free-market economy. 
This applies to an undeveloped country with greater force 

1 3 Cf. The President’s Economic Report, op. cit., p. 37. 
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than to an industrially advanced country, since the former 
country is in need of social progress via further capital forma¬ 
tion, while the latter’s major economic problem consists in 
instability due in part to “oversaving.” This point will re¬ 
ceive further attention. 


FARMERS 


Farmers in general are a favored group during inflation, 
not only because prices of farm products increase but because 


prices and costs paid by them (including interest and taxes) 
lag behind prices received. This is particularly true of those 
producing foods and other highly inflation-sensitive products. 
In many countries governments have found it necessary to 
cajole farmers into dishoarding the products which they 
hoarded in anticipation of higher prices. Farmers as debtors 
can free themselves from the burden of mortgages at the 
expense of the mortgagees, and pay interest and amortiza¬ 
tion and other fixed sums of money in depreciated currency, 
and thus share doubly in the advantage. 

Thus we must conclude that inflation redistributes wealth 

and income in such a way as to hurt consumers, creditors, 

small investors, and low- and fixed-income groups, and to 

benefit businessmen, debtors, and farmers. It is interesting 

to observe, in this connection, that the vigorous anti-inflation 

proposals of President Truman during 1947-48 ‘‘received a 

hostile reception . . . from many business and industry 

groups, but labor and consumer groups in general were in 

favor of most or all of the provisions.” « Inflation enables one 

group to gain at the expense of another for a while, but what 

is even more disturbing is its dangerous implications for the 

stability of the economy as a whole. To this subject we shall 
now turn. J 


14 New York Times, February 8, 1948. 
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Inflationary “Boom and Bust ” 

In this section we shall analyze the deflationary forces 
which an uncontrolled inflation would set in motion and which, 
if unchecked, would irresistibly lead to a serious deflation of 
a gg re gate demand. While this type of analysis can be more 
meaningfully made with reference to general business cycle 
theory, it nevertheless serves to emphasize the danger of 
laissez faire with respect to a persistent inflation. A “bust” 
need not accompany a “boom,” but the phrase “boom and 
bust” current during an inflationary boom dramatizes the need 
for anti-inflation policy. 15 It is convenient to analyze the 
deflationary forces associated with consumption, investment, 
and foreign demand. 

CONSUMPTION 

A deflation of consumer demand during inflation may arise 
principally from (1) a distortion of normal income distribu¬ 
tion (e.g., profit-wage relation), and (2) the adverse psy¬ 
chological effect of reduced real income on the consumer. 
If the normal (in the sense of the secular trend) distribution 
of income is such that two-thirds of a given income goes to 
wage groups and one-third to nonwage groups, it is plausible 
that a runaway inflation may change the distribution to give 
the former three-fifths and the latter two-fifths. The shift of 
money incomes from low- and fixed-income groups to the 
“profiteer” tends to reduce the consumer’s ability to keep 
pace with rising prices and thus to accentuate consumer re¬ 
sistance to high-priced goods and services. Thus by reducing 
the purchasing power of the most important element of the 
consuming public—wage-salary earners—relative to that of 

15 For example, the President’s Economic Report states: But what most 
fully justifies every effort to halt an inflation is the certainty that, if it runs 
its course unimpeded, it will spread in its wake the disaster of falling markets, 
unemployment, and business losses.’ (Op. cit., pp. 43—44.) 
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nonwage groups, inflation may well be sowing the seeds of 
its own destruction, so to speak. 

If, furthermore, a gain in money income incident to rising 
prices is offset by a loss in real income, as is likely during a 
galloping inflation, the resulting deterioration of the purchas¬ 
ing power of the consumer dollar must have a sobering effect 
upon the so-called “money illusion” that the consuming public 

mav have. A serious loss of real income induces a cautious 

* 

psychology which dictates a withholding of consumer de¬ 
mand. As a consequence consumer demand may fall to a 
level too low to permit absorption of the full output of con¬ 
sumer goods. Postponement of demand for durable consumer 
goods would have as damaging an impact on aggregate de¬ 
mand as a decline in the demand for capital goods in general. 
This means that in a highly advanced economy the consump¬ 
tion-goods industries are subject to a greater volatility of 
activity than in an undeveloped economy whose output of 
durable consumer goods is necessarily small. In these cir¬ 
cumstances, the alternatives of “boom and bust” are po¬ 
tentially stronger even with favorable conditions for the pri¬ 
vate inducement to invest. 

INVESTMENT 

A period of rapidly rising prices is a period of inordinate 
inventories and capital expansion. Inflation, however, pro¬ 
duces a price structure which is highly sensitive, and vulner¬ 
able to fluctuations in business and consumer expectations 
and in capital and consumer outlays. A reduction in con¬ 
sumer spending, however actuated, increases business un¬ 
certainty and diminishes profitable investment opportuni¬ 
ties. As a result anticipatory purchases and speculative 
accumulations of inventories may break down. Serious malad¬ 
justments in the profit-wage relation are bound to occur dur¬ 
ing a runaway inflation, thus causing a distortion of the price- 
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income structure which foreshadows an “inventory crisis.” 

If inflation persists, the business world becomes more and 
more apprehensive about the typical alternatives of “boom” 
and “bust.” A sharp decline in consumer spending, coupled 
with a price-wage spiral, breeds uncertainty and spreads pes¬ 
simism. Yet businessmen are as a rule reluctant to reduce 
prices in response to decreased consumer demand or to ac¬ 
cept lower profit margins to absorb higher costs. Such an 
unwillingness is characteristic of a monopoly-ridden econ¬ 
omy. Under these circumstances some markets become 
glutted and weaken, thus accentuating “bearish” sentiment 
and spreading a recession of output, employment, and income 
throughout the whole economy in a widening downward 
spiral. 

Contraction of inventories and capital expenditures, once 
it has started, will weaken consumer demand, since it in¬ 
volves a further reduction of employment and income in 
manufacturing industries and particularly in durable-goods 
industries. Even if an initial decline in consumer demand 
may not immediately induce a decline in business demand, 
such a decline may well take place autonomously as a result 
of the operation of “exogenous” factors outside the price and 
credit systems. Decreased capital outlays, however induced, 
lead to decreased expenditures on consumer goods by workers 
in capital-goods industries as well as by workers in consumer- 
goods industries. The result is of course a net decrease in 
aggregate demand, with a depressing effect on aggregate 
output and employment. In so far as decreased investment 
merely reduces speculative accumulations of inventories and 
imprudent capital expansion, it will not necessarily lead to 
a serious recession of economic activity. But it is open to 
question whether private investment can be adjusted down¬ 
ward to the right level, since the fear of a “bust” may not 
serve to restrain capital expansion in a degree conducive to 
a healthy readjustment of prices. Furthermore, it is difficult 
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to effect a smooth downward readjustment of capital out¬ 
lays just in those areas or industries needing such a readjust¬ 
ment. 

Because private investment in a free-market economy is 
the resultant of innumerable individual decisions which are 
influenced by profit expectations, interest rates, the quantity 
of investible funds, the degree of risk and uncertainty in¬ 
volved, and many other factors, an adequate countercyclical 
investment program requires much more than “the vision and 
initiative of business management”; experience suggests that 
in the absence of government action as “a balancing factor” 
private investment only reinforces the typical pattern of 
“boom and bust.” 

FOREIGN DEMAND 

Not only a decline in consumer and business demand but 
a similar change in foreign demand contributes to a “bust.” 
This latter change has serious repercussions on those coun¬ 
tries whose foreign trade represents a large part of total 
trade or whose exports consist largely of capital goods. A 
fall in foreign expenditures on exports may arise from (a) 
too high export prices due to price inflation in exporting 
countries, (b) a drain on importing countries' gold and 
foreign exchange reserves due to high export prices else¬ 
where, (c) deflation or devaluation in importing countries, 
leading to a lower propensity to import, (d) an abnormally 
high export surplus in a leading trading country like the 
United States, leading to adverse balances of payments and 
therefore to programs of import austerity in importing coun¬ 
tries, and (e) too high exchange value of exporting coun¬ 
tries currencies relative to that of importing countries* cur¬ 
rencies. 

Whatever its specific cause or causes may be, a decline 
m foreign demand, if not offset by a corresponding increase 
m domestic demand, will have the effect of reducing output 
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and employment in export industries, with a spreading im¬ 
pact on the whole economy. A decline in foreign demand 
contributes to a depression of domestic business activity, 
since that initial decline in foreign demand brings about a 
multiple contraction of national income via the reverse opera¬ 
tion of the foreign-trade multiplier which will be explained 
later. When capital goods constitute a major part of a coun¬ 
try’s exports, as in the case of American exports, that coun¬ 
try is more susceptible to fluctuations in foreign economic 
activity. This means that if the foreign demand for Ameri¬ 
can capital goods, for example, declines sharply due to any 
of the above-mentioned causes or a combination of them, 
the possibility of an inflationary “bust” is all the greater. 

Inflation and Deflation 

If the choice is between inflation and deflation, most people 
will probably prefer inflation. The reason is not far to seek. 
That is to say, it is generally considered worse to provoke 
unemployment via deflation than to disappoint the rentier 
via inflation . 10 To be sure, inflation inflicts injustice on the 
rentier class, whose incomes are fixed and unadjustable, but 
it provides the economy subject to underemployment with 
maximum output and employment. In other words, inflation 
is better than deflation as far as aggregate production and 
employment are concerned, but worse than deflation as far 
as the distribution of wealth and income is concerned. Need¬ 
less to say, a hyperinflation must be ruled out in comparing 
the desirability of inflation and that of deflation. The optimum 
situation would of course be one in which full emplovment 
is maintained side by side with maximum equity in the dis¬ 
tribution of wealth and income. Since inflation, however, 
hurts those who have a low marginal propensity to consume 

i« See Keynes, Monetary Reform, pp. 44-45; also P. A. Samuelson, Every¬ 
body Talks about Inflation. But—,” New York Times Magazine, August 15, 

1948. 
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more than it does those having a high marginal propensity to 
consume, a redistribution of income from the former to the 
latter, which inflation induces, may well contribute to stability 
in the long run, as will be shown later. 

But the dichotomy between inflation and deflation is a 
false one, since both are socially undesirable and economically 
unsound. The crux of the matter is that the smooth function¬ 
ing of a free-market economy presupposes and requires sta¬ 
bility in the purchasing power of money. Volatile fluctua¬ 
tions in the value of money upset consumption, saving, in¬ 
vestment, and employment—all of which are effected or 
planned by individuals or groups of individuals in terms of 
money and on the assumption of a stable measuring rod of 
value. Both inflation and deflation injure general confidence 
in the stability of value of this common measuring rod and 
therefore in the possibility of a continuing stable economy. 
But the value of money need not and should not be allowed 
to fluctuate so as to jeopardize the whole money economy. 

An economy accustomed to the problem of periodic and 
chronic underemployment experiences considerable difficulty 
in adjusting itself to the problem of full employment and of 
accompanying inflation. For it is politically more expedient 
to increase aggregate demand than to deflate the money in- 
comes of the economy . 17 While warning against the infla¬ 
tionary danger of a full-employment economy, the public 
authorities are nevertheless hesitant to apply vigorous anti- 
mflation measures for fear of precipitating a recession. De¬ 
flation is so unpopular that the new word “disinflation” has 
been comed in some quarters to indicate the kind of anti- 
mflationary deflation that does not smack of depression . 18 

can Economic R e ay!* 1948 ° U ** Prosperit >’ 3X1(1 Depression," Ameri- 

18 See The Economist , London, January 17, 1948. 
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ALL ANTI-INFLATION measures ever tried or proposed 
have this in common, that they aim mainly at reducing ag¬ 
gregate monetary expenditure, with available output taken as 
a given datum. Our theory of inflation indicates three lines of 
action to combat inflation; namely, (a) monetary measures, 
(b) fiscal measures, and (c) nonmonetary measures. We 
shall evaluate the theoretical soundness and practical ef¬ 
fectiveness of the principal measures of anti-inflation policy. 

Monetary Measures 

Anti-inflation measures of a purely monetary nature are 
largely a matter of central bank policy. In the United States 
the Federal Reserve authorities have the power to raise re¬ 
discount rates, increase reserve ratios, sell government se¬ 
curities on the open market, and make selective-control ad¬ 
justments in order to arrest inflationary credit expansion. 
These quantitative anti-inflation monetary measures have 
definite limitations, although central bank credit controls are 
generally more effective in arresting credit expansion than in 

stimulating it. 
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HIGHER REDISCOUNT RATES 

In general, higher rediscount rates 1 increase the cost of 
borrowing for business and consumer spending, and there¬ 
fore tend to restrain excess activity based on borrowed funds. 
The supposed sequence is high rediscount rates, less member 
bank borrowing to meet the demand for loans, less credit for 
customers at higher bank rates, and less inflationary pressure. 
The anti-inflation effect of higher rediscount rates may be 
illustrated by a simple example. Suppose that a member bank 
takes commercial paper (e.g., 90-day maturity) at par of 
$1,000 to the Federal Reserve bank to get additional reserves. 
If the rediscount rate is 2 per cent, the member bank will 
get $1,000 minus 2 per cent for one fourth of a year (90 
days), or $995. If the rediscount rate is raised to 3 per cent, 
the member bank will get $992.50 instead of $995 for the 
same paper. Multiply this example by hundreds of redis¬ 
counts and you will have an appreciable decrease in the 
amount of additional reserves which member banks may get 
for potential credit expansion. 

The presumption is that bank rates (interest rates on loans 
charged by commercial banks) will rise pari passu with 
higher rediscount rates to discourage business and consumer 
borrowing for excessive spending. In the final analysis, how¬ 
ever, the effectiveness of high rediscount rates as an anti¬ 
inflation measure turns on whether commercial banks have 
easy access to additional reserves. If they have, then high 
rediscount rates are largely insignificant for credit control 
during inflation. Let us consider some relevant offsets to the 
anti-inflation effect of high rediscount policy. 

1 The Federal Reserve authorities raised the rediscount rate from 1 per 
cent to 1*4 per cent, effective January 12, 1948, and again to 1M» per cent, 
effective August 13, 1948, as a result of the Treasury’s action to raise the rate 
(yield) on short-term government securities from 1% per cent to 1^ per cent. 
(The rediscount rate must be higher than the Treasury's short-term rate, 
since banks could otherwise adjust their reserves more cheaply by borrowing 
at, say, 1& per cent than by seUing securities yielding, say, 1 H per cent.) 
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1. Targe amounts of short-term government securities held 
by commercial banks. If and when commercial banks are in 
possession of large amounts of short-term government securi¬ 
ties, as in a postwar period, they can increase or replenish 
their reserves (a) by selling some of those securities to the 
Federal Reserve banks, or (b) by monetizing maturing secur¬ 
ities without replacement. Banks needing additional reserves 
are usually willing to sacrifice the yield on short-term securi¬ 
ties for the sake of liquidity, since the cost of borrowing from 
the Federal Reserve banks is likely to be higher than that of 
getting the same amount of reserve funds by selling low- 
yield securities during inflation. What is more, commercial 
banks can get additional reserves by selling government se¬ 
curities at their own option; the initiative lies with com¬ 
mercial banks, not with the Federal Reserve banks—as long 

O 

as the Federal Reserve banks stand ready to purchase all 
the government securities offered at any time. But this in¬ 
flationary effect of sales of bank holdings is subject to the 
constraint that there are no such offsetting forces in opera¬ 
tion as a Treasury “budgetary surplus” (excess of revenue 
over cost) and a large number of nonbank buyers. As will 
be explained in connection with debt management, the Treas¬ 
ury could use all or part of a budgetary surplus to retire 
government securities held by the Federal Reserves by draw¬ 
ing down its balances at commercial banks—i.e., the budge¬ 
tary surplus kept in the form of deposits—and thus reduce 
bank reserves. But it is unlikely that the actual surplus to be 
so used will exceed the amounts of securities sold by bank 
holders or the volume of securities maturing within a short 
period, say, one year. Thus banks do not have to depend on 
sales of securities to the Federal Reserves for additional re¬ 
serves; they merelv let them mature without replacement. 
It is also unlikely that there will be a large number of non¬ 
bank buyers of government securities, inasmuch as fixed- 
income-yielding assets are unattractive during inflation. This 
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implies that the Federal Reserve banks would buy much 
more bank-held securities than they could sell to non bank 
investors, thus expanding bank reserves unwittingly. Under 
these circumstances the existence of large bank-held securi¬ 
ties is a strong presumption for monetary expansion despite 
high rediscount rates. 

2. Nonbank holdings of short-term or redeemable govern¬ 
ment securities . High rediscount rates might also fail to pre¬ 
vent monetary expansion, if nonbank holders (e.g., insurance 
companies, dealers, and other institutional and individual 
investors) of government securities were generally inclined 
to convert their holdings into cash. And why should they be 
expected to prefer cash to government securities? The plau¬ 
sible explanation is that fixed-income-yielding assets lose much 
of their appeal when prices are rising, as mentioned above. 
Conversion of nonbank holdings into cash would probably 
have the effect of (a) increasing the velocity of money in¬ 
cident to increased cash balances and of (b) increasing the 
volume of bank-held government securities due to further 
sales of issues to the banking system by the government for 
purposes of “refunding” operations (i.e., further government 
borrowing to pay off existing debt obligations with the pro¬ 
ceeds so obtained). The first consequence means an immedi¬ 
ate increase in aggregate effective demand, that is, total ex¬ 
penditure on consumption and investment, while the second 

means a potential increase in bank reserves and therefore in 
the total money supply. 

It is of course conceivable that nonbank holders convert 
their holdings into cash merely to hold the proceeds idle. If 
so, an increase in the money supply due to the above con¬ 
version would not increase total spending. But there is no 
good reason to suppose that nonbank holders would hold the 
proceeds idle. The contrary is more likely, since there is a 
strong tendency to get out of money and into goods when 
pnces are rising. Even if the holders in question failed to 
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spend the cash proceeds, there would still remain the in¬ 
flationary implication of the “refunding” by the sale of ad¬ 
ditional issues to the banks. But it is well to recall that there 
is no simple mechanical connection between monetary ex¬ 
pansion and price increases. The main point here is merely 
that the very possession of large liquid assets like short-term 
or redeemable bonds implies potential monetary expansion 
and, more often than not, greater spending, and therefore it 
implies a possible offset to high interest rates. 

3. Federal Reserve support policy. The anti-inflationary 
effect of higher rediscount rates would be considerably off¬ 
set by the inflationary effect of increased bank reserves, if 
the latter effect were sustained by a policy of supporting the 
government securities market. As a matter of public policy 
the Federal Reserve System may maintain a policy of keep¬ 
ing up the price of government bonds for two reasons: 
namely, (a) to keep interest charges on the public debt as low 
as possible, and (b) to prevent the “demoralization” of the 
capital market, that is, to protect the financial position of 
financial institutions holding government bonds. Quite apart 
from the wisdom of such a policy, it is necessary to understand 
first why the high selling price of government bonds has the 
above-mentioned effects. These relations may be illustrated 
by a simple example. 

It is well to recall the role of interest as a go-between re¬ 
lating income and capital. Thus we know that if the interest 
rate is known, annual income —which is the unknown—can 
be found by multiplying interest rate by capital value (e.g., 
0.02 X $10,000 = $200) and the unknown capital value by 
dividing annual income by interest rate (e.g., $200/0.02 = 
$10,000). But the interest rate that may be earned on a capital 
asset, that is, annual yield on an “investment, in turn is given 
bv annual income divided by capital value (e.g., $200/$10,- 
000 = 0.02). All these relations of course logically follow one 

another. 
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To return to our original point, it is not difficult to see why 
the high price of government bonds has the effect of keeping 
down the interest cost of public debt. In our example the 
capital value of an “investment” is $10,000, which is the 
equivalent of the selling price of so many government bonds. 
If, therefore, the price of government bonds should be allowed 
to fall from $10,000 to, say, $5,000, the interest rate or the 
yield on government bonds would double, or rise to 0.04 (4 per 
cent per annum). Such a doubling of the interest rate on long¬ 
term government bonds would have a serious effect on the 
annual interest charges on the public debt. If the public debt 
outstanding totaled $250 billion and the interest charges 
averaged $5 billion at the current market interest rate of 
2 per cent, the cost of servicing the public debt would in¬ 
crease to $10 billion with a doubling of the interest rate, that 
is, at 4 per cent. Since such a rise in the average rate of in¬ 
terest on the public debt implies more taxes or more borrow¬ 
ing, it is not strange that the Federal Reserve authorities 
should be interested in maintaining the high price of govern¬ 
ment bonds or, what is the same thing, in keeping the interest 
low and stable. 

Similarly, though less convincing, the Federal Reserve 
authorities might be interested in not “demoralizing” the 
capital market. And why should the capital market be dis¬ 
turbed in the absence of the Federal Reserve support policy? 
The mechanical answer lies in the fact that a rise in the inter¬ 
est rate gives rise to capital losses . In our example, a doubling 
of the interest rate from 2 per cent to 4 per cent leads to a 
halving of the capital value of government bonds, or from 
$10,000 to $5,000, and therefore to capital losses amounting 
to $5,000. With a substantial rise in interest rates, bank and 
other financial holders of government and private securities 
would experience serious capital losses. It is therefore partly 
for the purpose of protecting the “capital position” of the 
banking and financial institutions that the Federal Reserve 
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authorities may maintain a policy of keeping interest rates 
low and stable. 

The rather inflationary effect of this policy can be seen 
clearly in the light of what actually happens to bank reserves. 
In order to implement such a policy the Federal Reserve 
banks must buy as large amounts of government securities 
as bank and nonbank holders may elect to sell, that is, at par 
or better. This means that the banks have ready access to 
additional reserves, while nonbank holders can convert their 
holdings without capital loss. In either case bank reserves 
would increase by the amount by which Federal Reserve 
holdings of government securities increased. Such an in¬ 
crease in bank reserves would of course offset the anti-in¬ 
flationary effect of any ad hoc rise in rediscount rates. Since 
a period of rising prices is also a period of a strong demand 
for credit, the banks will probably be able to expand credit 
on the basis of such additional reserves as they may get 
through sales of securities to the Federal Reserve banks. 

There may be other impediments to higher interest rates 
as an anti-inflation factor, but the above-mentioned factors 
seem to be crucial. The main significance of rising rediscount 
rates lies in the possibility that they may serve as a barometer 
for business expectations of “tight” money and a lower rate 
of profit. For a rise in the rediscount rate from 1 per cent to 
2 per cent is equivalent to announcing that credit conditions 
are firmer and that the current rate of interest might be higher 


than the expected rate of profit (percentage return on a 
capital outlay), as will be shown in the later discussion of 
“the marginal efficiency of capital.” Experience, however, 
suggests that higher rediscount rates are by themselves pow¬ 
erless to arrest credit inflation, given the powerful downward 
pressure on interest rates of a large and growing public debt 
and a constant tendency to “oversave ' relative to the demand 


for savings. 
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HIGHER RESERVE REQUIREMENTS 

A rise in reserve requirements is anti-inflationary in that 
it reduces the amount of demand deposits in the economic 
system and excess reserves of member banks for potential 
credit expansion. 2 Higher reserve requirements absorb some 
of excess reserves and thus prevent them from forming a basis 
for further credit expansion. Suppose, for example, total mem¬ 
ber reserves amount to $18 billion, of which $16 billion repre¬ 
sents the legal reserves and $2 billion the excess reserves. 
Now let the reserve ratio rise from 20 per cent to 25 per cent. 
The total demand deposits remaining equal, the legal mini¬ 
mum will then have to be increased to $20 billion, thus more 
than wiping out the excess reserves. This impairment of the 
reserve position of member banks would make them more 
dependent on borrowing from the Federal Reserve banks 

and therefore more susceptible to the latter s rediscount 
policy. 

Higher reserve requirements as an anti-inflation measure 
are subject to the following limitations. First, if member banks 
happen to have large excess reserves , the basic legal require¬ 
ments may have to be changed. Whether the maximum limit 
under the law can be raised is a question of political decision 
Congressional action). Second, ready access to reserve 
funds as under the Federal Reserve support poliev, frees 
member banks’ lending operations from the restraining 
influence of high reserve requirements. Third, a large net 

° g ’ ° Wm l t0 ’ Say> a P ersistent ex P ort surplus, 
7? increase member banks’ reserves to offset the anti- 

milation effect of higher reserve requirements. Lastly a Treas¬ 
ury policy of keeping interest rates low and stable , as ini- 

of New York rnd CM^go 6 mlmbe 7 r a nks th from e 20 IaiSed reserve requirements 

September, 1948, or 4 percentaee noLu I 2 Cent 10 26 P er cent in 
the law. The policy W a s reversed ^ 1940 “ ^ the m ?* imuln under 
downward trend, and the reouirern n! Wh f n S en ? ral activity showed u 
24 per cent for the 20 cent to 
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plicit in the Federal Reserve support policy, would favor 
large member-bank reserves and thus might discourage too 
drastic increases in reserve requirements. 3 

In this respect the Eccles proposal deserves mention. 4 
Former chairman Eccles of the Board of Governors of the 
Federal Reserve System proposed that the legal requirements 
be raised from 20 per cent to 25 per cent against demand de¬ 
posits and from 6 per cent to 10 per cent against time or sav¬ 
ings deposits for member banks (to be carried in cash or short¬ 
term government securities). He further proposed that the 
Federal Reserve banks be authorized to impose “special re¬ 
serves,” in addition to the existing legal requirements, for 
nonmember as well as member banks (to be carried in short¬ 
term government securities, as additional deposits with the 
Federal Reserve banks, as cash in the banks’ own vaults, or 
on deposits with correspondent banks). The immediate ob¬ 
ject of the special reserve requirements is to freeze large 
amounts of government securities in the hands of the banks 
and thus prevent them from being sold to meet the demand 
for bank loans. The first of these proposals—to raise basic 
reserve requirements of all commercial banks—is consid¬ 
ered as a possible offset to gold acquisitions and purchases 
of government securities by the Federal Reserve banks. 
The second proposal, with respect to “special reserves,’ is in 
the nature of an emergency anti-inflation measure. 3 What¬ 
ever objections may be raised against the plan, 0 drastic in- 

a The Secretary of the Treasury was reported to have opposed the Eccles 
plan mainly on the ground that it is incompatible with public debt manage¬ 
ment. (See Monthly Letter, National City Bank of New York, December, 

1947.) 

4 Testimony before a Joint Congressional Committee, November 25, 1947. 

» Testimony before a Joint Congressional Committee, April 13, 1948. 

o For example, the Federal Advisory Council, an advisory group of leading 
bankers from each of the Federal Reserve banks, opposed the Eccles plan on 
the grounds that it might cause such credit deflation as to check production, 
that it would be “a step toward socialization of banking,” and that the present 
powers of the Federal Reserve System and the Treasury are adequate, it lully 

used. (See Monthly Letter, op. cit.) 
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creases (i.e., beyond the present upper limit) in legal reserve 
requirements are consistent with the general anti-inflation 
program as well as with the general principle that monetary 
policy should be determined by reference to its own stand¬ 
ards rather than to fiscal considerations. 

OPEN-MARKET OPERATIONS 

Another conventional device to check credit expansion is 
open-market policy, that is, sales (purchases during reces-' 
sion) of government securities by Federal Reserve banks t& 
the public. The process of reducing member reserves via this 
method is simple. As the buying public (e.g., bond houses, 
trust companies, and dealers) purchases and pays for the 
government securities offered, the public reduces its check¬ 
ing accounts by the amount of the purchases, and the mem¬ 
ber banks (or nonmember commercial banks) lose their re¬ 
serve accounts at the Federal Reserve banks by a similar 
amount. Member banks losing reserves in this way tend to 
adopt a more cautious credit policy, and general credit con¬ 
ditions are expected to become tight, other things remaining 
equal. But, just as in the case of rediscount policy or of reserve 
requirements, other things do not remain equal. Though a 
powerful regulator of general liquidity, open-market policy 
is subject to the following offsets. 

First, open-market policy is rendered inoperative by a 
support policy of supplying banks with reserves at their voli¬ 
tion when they offer government securities to Federal Re¬ 
serve banks for sale. With the Federal Reserve authorities 
committed to such a policy, government securities in the 
hands of member banks are potential legal reserves. For banks 
can always count on liquidating then* holdings of government 
securities in order to improve their reserve position or to get 
additional reserve for credit expansion. Moreover, if non¬ 
bank holders of government securities can sell them to Fed¬ 
eral Reserve banks in the absence of other buyers and de- 
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posit the proceeds at member banks, the latters deposits as 
well as reserves will increase. Thus the total money supply 
is bound to increase under the support policy. 

It is quite possible, therefore, that member banks may sell 
large amounts of short-term government securities to Federal 
Reserve banks to meet an actual or expected rise in reserve 
requirements or to counteract the effect of higher rediscount 
rates. Thus, for example, the anti-inflation effects of higher 
rediscount rates and higher reserve requirements during the 
postwar year 1948 were largely neutralized by the inflationary 
effect of Federal Reserve support purchases of short-term 
government securities offered by the member banks need¬ 
ing reserve adjustments. Here again we can see something of a 
conflict between short-run monetary policy and long-run fiscal 
policy. For while a support policy may be justified by a large 
public debt and on the ground of effective debt manage¬ 
ment, such a policy undoubtedly weakens the effectiveness 
of open-market operations and other measures of anti-in¬ 
flation monetary policy. 

The Federal Reserve authorities are therefore confronted 
with a serious dilemma, namely, (a) either to modify the 
support policy in the interest of credit control but at the risk 
of demoralizing capital markets, or (b) to maintain the sup¬ 
port policy at the risk of further inflationary monetary ex¬ 
pansion. 7 Solutions to this dilemma are necessarily contro¬ 
versial, but all discussions point to general agreement on the 
desirability of maintaining low and stable long-term rates. 
Some are of the opinion that a small rise in short-term rates 
should be permitted, on the ground that such a rise would not 
increase the annual cost of the public debt significantly or 
demoralize capital markets (especially the long-term gov¬ 
ernment bond market) seriously. The implication of pre- 

i Cf. M. S. Szymczak, “Our Federal Reserve Policy Today” (speech before 
3rd Annual Federal Reserve Forum, Minneapolis, Minnesota, October 11, 

1948). 
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occupation with stability of the government bond market for 
open-market policy as an anti-inflation weapon is therefore 
anything but cheerful. 

Moreover, the anti-inflation open-market policy could be 
somewhat offset by increased member borrowing from, as 
well as by increased sales of Treasury bills and acceptances to, 
Federal Reserve banks. Imports of gold would also be another 
offset here as in other cases. Then there is always the pos¬ 
sibility that the government may resort to large-scale deficit 
financing irrespective of the inflationary consequences, de¬ 
pending on the nature of the national program. Finally, too 
much reliance on the open-market policy serves to over¬ 
emphasize the effectiveness of monetary policy based upon 
the crude quantity theory of money to the neglect of other 
policies. 


CONSUMER CREDIT REGULATION 


The selective credit control mechanism known as “Regu¬ 
lation W” is a newcomer in the field of countercyclical mone¬ 
tary policy. 8 Here we are mainly concerned with this mech¬ 
anism as an anti-inflation weapon. The regulation of con¬ 
sumer credit is based on the observation that the monetary 
demand for consumers* durable goods is extremely unstable 
and of strategic importance to general price movements and 
to the levels of aggregate output and employment. The raison 
(Tetre of consumer credit is graphically expressed in the state¬ 
ment that the richer a nation is in its stock of durable goods, 
the more unstable its economy is likely to be.” 9 As far as a 


8 For the first time the Federal Reserve authorities were empowered (bv 
Executive Order No. 8843 issued August 8, 1941) to regulate the volume of 
installment credit buying, in order to minimize the wartime inflationary 
pressure and to divert resources to war production. “Regulation W" wji 
thus introduced but terminated in November, 1947, in line with the general 
decontrol movement; it was revived in September, 1948, as part of the 
general anti-inflation policy. The terms of the regulation were somewhat re- 
® ™ n n March ’ 1949 ’ owin ? t0 a general deflationary trend. 

Cf. R. M Evans, “Regulation W—Its Role in Economic Stability " Fed¬ 
eral Reserve Bulletin, April, 1949, pp. 343-347. 7 
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period of full employment is concerned, the regulation of 
consumer credit is designed (a) to check inflationary credit 
expenditures on consumers’ durable goods, and (b) to mini¬ 
mize the possible danger of undue installment credit expan¬ 
sion to the future stability of the economy. 

To see how the mechanism can restrain consumer spend¬ 
ing on durables, one must understand the principle involved 
in its operation. In conditions of full employment “Regula¬ 
tion W” is made to restrict the total volume of installment 
credit buying (a) bv raising the minimum down payments 
on specified goods, (b) by extending the coverage of selective 
consumers’ durable goods, (c) by lowering the maximum 
maturities (payment period) on all installment credits sub¬ 
ject to regulation, whether to finance the purchase of the 
specified goods or not, and (d) by lowering the maximum 
exemption costs of installment purchases of goods specified. 
The following model will perhaps help clarify the meaning of 
these requirements. 


Hypothetical Quantitative Adjustments 
in the Consumer Credit Regulation 


Requirements 

Quantitative Adjustments 


Restrictive 

Relaxed 

Minimum down payments 

20% 

15% 

Selective coverage of 
consumers’ durables 

50 items 

40 items 

Maximum maturities on 
installment credits 

15 months 

20 months 

Maximum exemption costs 
of installment purchases 

$50 

$100 


Brief explanation of the above model is in order. Minimum 
down payments” are taken to mean amounts to be paid in cash 
for purchases of specified goods. Thus, if a television set costs 
$500, a buyer must put up $100 initially and pay the rest on 
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an installment basis, given a 20 per cent requirement ratio. 
But if the monetary authority wished to relax this require¬ 
ment, it could lower the requirement from 20 per cent to 15 
per cent, as shown above, and the buyer would then put up 
$75 instead of $100. The higher the minimum down pay¬ 
ment requirement, the more restrictive an installment pur¬ 
chase is likely to be. By “selective coverage” is to be under¬ 
stood the scope of the regulation with respect to particular 
consumers' durable goods to be included. Thus the authority 
may include automobiles, furniture and household equip¬ 
ment, washing machines, radio and television sets, etc., the 
number of items covered depending on the strategic im¬ 
portance of particular goods to aggregate output and employ¬ 
ment. If, for instance, housing contributes to national in¬ 
come significantly, furniture and household equipment may 
be included during inflation and excluded during deflation. 
The greater the extent of coverage in this respect, the more 
anti-inflationary is the effect. If a deflationary trend is in sight, 
the number of items covered should be reduced, as from 50 to 
40 in the above model. 

Maximum maturities refer to the length of payment 
periods for paying off the debts incurred in installment pur¬ 
chases. Thus, if a down payment of $100 is made on a $500 
television set, the buyer may arrange to pay the remaining 
$400 by giving a first installment payment of $40 and an equal 
monthly payment of $24 thereafter, given a 15-month ma¬ 
turity requirement. Obviously a 20-month maturity require¬ 
ment would reduce considerably the amount of the install¬ 
ment payment, to a monthly sum of $18 after an initial in¬ 
stallment payment of $40. Merchants would thereby be pre¬ 
vented from extending longer maturities to induce larger 
volumes of installment purchases during a period of infla¬ 
tion. In reality merchants are more inclined to ease down 
payment than to extend maturities or reduce prices during 
such a period. But a combination of the down-payment re- 
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quirement and the maturity requirement would check in¬ 
flationary installment sales arrangements which merchants 
might otherwise make. As for the “exemption” requirement, 
a $50 exemption requirement would be more restrictive than 
a $100 exemption, since a larger volume of installment pur¬ 
chases would be subject to regulation when the maximum 
cost of a purchase exempted is $50 than when it is $100. 

Thus it can be seen that appropriate quantitative adjust¬ 
ments in the various requirements of the consumer credit 
regulation are capable of restraining excessive installment 
buying or of stimulating it, as the case may be. 10 The tech¬ 
nique must be revised from time to time, in accordance with 
the requirement of concrete circumstances and in the light 
of actual experience. Although Regulation W is not yet a 
permanent part of Federal Reserve monetary policv at this 
writing, the increasingly dominant role played by installment 
buying and the dynamic nature of the demand for consumers 
durable goods are a strong presumption in favor of permanent 
consumer credit control as a countercyclical weapon. This 
reasoning can more clearly be seen in connection with latei 
discussions of antideflation measures. 


MARGIN REQUIREMENTS 

Another selective control weapon in the hands of the Fed¬ 
eral Reserve authorities is “margin requirement” regulations. 
Like consumer credit control, this weapon is selective with 
respect to the field of application and countercyclical in effect 
(i.e., to combat both inflation and deflation). Here we are 
primarily concerned with margin requirement regulations 
as an anti-inflation measure. This weapon is designed to pre¬ 
vent the typical “boom-bust” pattern attributed to such a 
stock market collapse as occurred toward the end ot 1929. 

tion is the fact that installment credit jumped from $^8 bdtondurm;g Wor 
War II to some $7.2 billion upon the removal of Regulation W 

ber, 1947. 
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The “get-rich-quick” speculative mania of the 1920’s would 
probably have been impossible had there existed margin re¬ 
quirement regulations; it was not until 1934 that the Securi¬ 
ties Exchange Act gave the Federal Reserve authorities a 
mandate to issue margin requirement regulations applicable 
to all banks, brokers, and dealers. 

The mechanism involved is fairly simple. The demand for 
speculative credit is to be controlled by regulating the amount 
of credit which one may secure to purchase stocks. The 
“margin” refers to the amount of cash one must put up in 
addition to what one may borrow on his stock from a bank, a 
broker, or a dealer. Thus, if a loan of $9,000 is secured by 
stock worth $10,000, the margin is said to be $1,000, or 10 
per cent of the value of the stock. Therefore, with a 10 per cent 
margin requirement, one can borrow 90 per cent of the value 
of his collateral security. With a margin ratio of 100 per cent, 
one can borrow nothing , as was actually the case during 
1946-47. We may generalize by stating that the higher the 
margin required , the more cash one would have to put up or 
the less credit one could obtain for the purchase of stocks . To 
see the effects of margin requirements, we may consider the 
following three cases, namely, margin ratios of 10 per cent, 
75 per cent, and 100 per cent. 

With a 10 per cent margin ratio, a speculator with $1,000 
could buy 100 shares of stock at $100 each, and make $500 
profit on the $9,000 borrowed, given a rise of 5 points ($5 per 
share). With a 75 per cent ratio, a cash payment of $1,000 
could buy about 13 shares at $100 each, and net about $65 
profit on the borrowed fund of $325 ( 25 per cent of $1,300, 
which is the market value of the shares), given a rise of 5 
points. With a 100 per cent ratio, a speculator with $1,000 
cash to invest could buy 10 shares at $100 each, and make 
only $50, given a rise of 5 points. Obviously no credit is in¬ 
volved in this case. Thus the demand for speculative credit 
could be reduced by raising the margin requirements. 
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What are some of the implications of margin requirement 
regulations? First, high margin requirements have the effect of 
diverting investible funds from speculative to productive chan¬ 
nels. This is important during a period of rising prices, since 
the use of credit for the expansion of plant and equipment 
or for carrying larger inventories would make more goods and 
services available relative to effective demand and thus help 
minimize inflationary pressure. It is therefore no accident that 
the margin ratio was raised to 100 per cent during the postwar 
boom year 1946-47. And it is well to recall, in this connection, 
that trading in existing securities (as distinguished from new 
issues) does not lead to new production. If, however, credit in¬ 
stitutions were well supplied with “idle” funds seeking prof¬ 
itable outlets, they could lend liberally to both speculators 
(financial investors) and producers (real investors). But 
there is no good reason to suppose that the supply of “idle 
funds is plentiful during a “boom.” 

Second, high margin requirements have the effect of check¬ 
ing undue monetary expansion. With high margin require¬ 
ments in effect, commercial banks (both member and non- 
member) would be prevented from manufacturing so much 
speculative “bank money” on a fractional reserve basis as to 
increase the total money supply significantly. Otherwise the 
money supply would increase relative to real income (out¬ 
put) to increase an upward pressure on general prices. As 
was explained earlier, in conditions of full employment real 
income can increase bv only a small degree. This means that 
in the absence of high margin requirements there is likely to 
be more purchasing power ready to bid up the prices of scarce 
goods and services than can be offset by available output. 
Although there is no simple connection between the money 
supply and expenditure, a period of rising prices is highly con¬ 
ducive to a flight of money into goods. Thus when the purchas¬ 
ing power of money is deteriorating rapidly, there is a strong 
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presumption in favor of the view that an increase in the money 
supply would increase effective demand or expenditure much 
more than if the value of money remained stable. 

Third, the income effect of higher margin requirements 
must not be overlooked. To see this effect clearly, reverse the 
assumption and suppose that speculators could make great 
profits on “borrowed money.” Since it is a truism that “easy 
money” is easy to spend, aggregate spending is bound to in¬ 
crease under those circumstances. The “get-rich-quick” psy¬ 
chology of stock-market speculators might well lead to reck¬ 
less spending as well as to a mania for “easy money.” Such 
spending would have secondary effects on the incomes and 
expenditures of other income recipients, thus increasing effec¬ 
tive demand relative to effective supply. High margin require¬ 
ments would reduce the inflationary effect of speculative 
profits upon the income-expenditure structure of the economy , 

and thus would contribute to the prevention of a “ boom-bust ” 
development. 

Lastly, high margin requirements go a long way toward 
eliminating the threat of speculative activity to the stability 
of the economy. The risks and uncertainties attending the cor¬ 
porate form of business organization would be greatly mini¬ 
mized, under margin requirement regulations, so that the 
economy could enjoy the advantage of “venture capital” 
without the disadvantage of volatile fluctuations in aggreaate 
demand. This is not to say, of course, that margin require¬ 
ments alone stabilize activity, but it does emphasize the use¬ 
fulness of the weapon in minimizing cyclical disturbances. 
Needless to say, margin requirements should be lowered to 
roster bullish sentiment in times of low activity. 11 


%eaih^during 194 g 9 and "7 H ' S,ock - marke ‘ a ^vity became 

to 50 per ceTIffectL Marth 30 ?M9 In T '° Wered f ™ 75 P“ 
monetary factors the ^ presence of offsetting non- 
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Fiscal Measures 

Fiscal policy with respect to inflation includes all the meas¬ 
ures of a monetary nature which the executive branch of the 
government adopts or intends to adopt in connection with 
(a) government spending, (b) taxes, and (c) public borrow¬ 
ing. Fiscal policy has come to be recognized as the potentially 
most powerful instrument of economic stabilization. But fiscal 
policy, being largely a matter of unpredictable political de¬ 
cision, cannot be relied upon to the exclusion of purely mone- 
tarv measures for combatting inflation. In this section we shall 

> O 

deal with the major anti-inflation measures stemming largely 
from fiscal considerations. 

GOVERNMENT SPENDING 

During inflation the government is supposed to decrease its 
own spending to counteract an increase in private spending. 
More concretely, the government must simultaneously reduce 
expenditures and increase revenues to achieve a cash surplus 
to be used in an anti-inflation manner. To maintain or even 
to increase taxes is not too great a problem during an in¬ 
flationary “boom,” but to reduce expenditures is quite another 
matter, particularly during an immediate postwar period. For 
example, almost four-fifths of the estimated United States ex¬ 
penditures in 1949 was allocated to national defense, veterans, 
interest, international affairs, and tax refunds, which President 
Truman considered as an inevitable reflection of “the costs of 
war, the effects of war, and our efforts to prevent a future 
war.” 12 The reality of irreducible minima on the one hand 
and the fear of deflation on the other often deter the drastic 
downward adjustment of government spending that is re¬ 
quired to dampen a principal source of inflation. 

Furthermore, the short-run anti-inflation objective of fiscal 

12 Cf. Monthly Letter of the National City Bank of New York, February, 
1948. 
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policy may be somewhat upset by the long-run public invest¬ 
ment program. For example, the 1949 public investment pro¬ 
gram of the United States envisaged the financing of such 
long-range projects 13 as are “much larger than any regular 
public works program prior to the war.” Long-range public 
outlays, however, can and should be so adjusted in amount 
and in timing that they will not put a national budget out of 
control or, more specifically, aggravate the inflationary pres¬ 
sures in shorter periods. The greatest single obstacle to anti¬ 
inflation public spending is a warlike international situation 
which necessitates an expanding national budget. So great a 
threat to economic stability is the prospect of an expanding 
armament program that Marriner S. Eccles characterized it 
as “the certain road ... to a ruinous inflation.” 14 

Barring political or military considerations, public spending 
is a manageable variable; it is capable of being deliberately 
increased or decreased according to the overall requirements 
of the economy as a whole. By reducing its spending the gov¬ 
ernment can partly offset the inflationary pressures arising 
from unregulated private spending. In other words, aggregate 
demand relative to the limited supply of goods and services 
during a period of full-employment inflation is reduced to the 
extent that the government cuts down its own spending. Yet 
a reduction of government expenditures is not by itself suf¬ 
ficient to minimize the inflationary pressures; the government 
must not only reduce its spending but must also tax away or 
perhaps borrow a substantial portion of spendable money in 
the hands of the general public. 

TAXES 

As shown earlier, taxes determine the size of disposable in¬ 
come in the hands of the general public and therefore also the 
magnitude of the inflationary gap, given the available supply 

pubUc n wofks. g the Welfare pr0gram> educa,i0nal aid - housing, health, and 

14 Testimon y before a Joint Congressional Committee, April 13, 1948. 
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of goods and services. Moreover, the maintenance of a bal¬ 
anced national budget or, better yet, of a budgetary cash sur¬ 
plus, depends largely on the amount of tax receipts. It is 
axiomatic that during inflation the existing tax structure 
should be retained, that tax cuts should be resisted, and that 
new taxes should be adopted or tax rates increased, if possible 
—to reduce the amount of spendable money in the hands of 
the general public. But care must be taken not to deflate the 
money incomes of the country via taxation so much as to pro¬ 
voke a recession of economic activity. The degree of flexibility 
that is required to reverse too effective an anti-inflation tax 
policy is difficult to achieve, for political and perhaps psycho¬ 
logical reasons. 15 It is partly such difficulties involved in tax 
adjustments that make the monetary-fiscal authorities turn to 
purely monetary measures to avoid either inflation or de¬ 
flation. 

It is important to investigate which group or groups of tax¬ 
payers should be taxed most heavily in order to reduce ag¬ 
gregate demand at “the strategic points” of an inflationary 
economy. The fiscal authority must take into account shifting, 
incidence, distributive justice, and many other effects of 
particular taxes on particular groups of taxpayers. In general, 
anti-inflation taxation must aim at reducing current incomes 
which otherwise would be spent in increasing prices. Partic¬ 
ular taxes must aim at reducing particular demands rather 
than aggregate demand. Perhaps the most effective anti¬ 
inflation tax is a personal income tax with as high basic and 
surtax rates as required by the progress of inflation. Such a tax 
would reduce the consumption function (to be defined later) 
and so minimize the inflationary pressures. In this respect it 
was entirely consistent with the general anti-inflation program 
that President Truman vetoed proposed tax-cut bills during 
1947-48. 10 

15 On this point, see R. A. Muserave, op. cit. 

16 Congress finally passed a bill reducing the personal income tax by over¬ 
riding the President's veto in March, 1948. 
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There is one exception to the general principle that the 
existing tax structure should be maintained or taxes increased 
during inflation: namely, tariffs. Tariffs should be reduced as 
much and as fast as possible, to increase imports and thus to 
allow a part of the increased domestic money incomes to 
“leak out” to other points of an open system. It is expedient to 
reduce those tariffs which deter imports of necessities and 
other items in short supply, as Britain and others did during 
the postwar period of inflation. But changes in the tariff struc¬ 
ture involve difficult “structural” adjustments at home (e.g., 
a shift of resources from affected industries to export in¬ 
dustries or to industries which are independent of foreign 
demand). Therefore it is likely that a reduction of tariffs, how¬ 
ever desirable in a short period of inflation, will meet con¬ 
siderable resistance from sectional interests. Nevertheless, 
the establishment of the International Trade Organization! 
with its avowed purpose of promoting multilateral trade via 
tariff cuts, etc., points hopefully to a future possibility that 
tariffs may be reduced not only to maintain long-run in¬ 
ternational equilibrium but also to combat domestic infla¬ 
tion in the short run. 


SAVINGS 


The type of public borrowing which has a deflationary 
effect on the money supply and effective demand is one that 
absorbs existing purchasing power, i.e., money otherwise 
spent on consumption or investment. The most effective anti- 
inflation public borrowing takes the form of compulsory sav¬ 
ing, otherwise known as “deferred pay." - According to this 
plan the consumer defers a part of his pay by buying sav- 

bdneTnt arC re ^ eemable son >etime after wan Besides 
bemg anti-inflationary during a period of wartime scarcity, 

the plan has the added advantage of releasing deferred pur¬ 
chasing power at the first sign of a postwar recession. A variant 

” For detaik ' see Ke y nes . How to Pay for the War. 
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of forced savings is a “forced loan,” which has been tried by 
Belgium, Holland, Czechoslovakia, and Norway. The prin¬ 
ciple involved is the same in all cases, namely “to withdraw 
a portion of the note issue, to freeze a portion of the bank de¬ 
posits, and to issue holdings in a government loan in place 
of the currency withdrawn and the bank deposits frozen.” 18 
This latter tvpe of forced savings aims at reducing the money 
supply in the hands of the general public, particularly of 
speculators, while Keynes’ “deferred pay” plan is designed to 
absorb a portion of money wage income at the source. Com¬ 
pulsory sav ings of any kind are expedient during wartime, or 
a postwar hyperinflation, but hardly practicable in peace¬ 
time democracies . 19 


Accordingly, an anti-inflation program must in part rely on 
voluntary savings. Statistics on “successful” savings-bond 
campaigns are rather unreliable, since new savings may have 
merely replaced other forms of savings under the inducement 
of higher interest rates instead of reducing current income. 
A further flaw in excessive reliance on voluntary savings is 
that the amount of savings depends partly on the level of 
income taxes . 20 Since payment of high wartime or postwar 
income taxes involves not only a decrease in consumption but 
a decrease in savings, the amount of individual savings on a 
voluntary basis may not be sufficiently deflationary. Keynes 
further pointed out that the crucial weakness of voluntary 
savings as an anti-inflation measure lies in the fact that others 
do not necessarily follow a good example set by an individual 
who tries to save in order to protect himself against the con¬ 
sequences of inflation . 21 It may be necessary to make savings 


is Cf. R. G. Hawtrey, “Monetary Aspects of the Economic Situation. 

American Economic Review, March, 1948. 

io Even in wartime Britain, forced savings as proposed by Ke>mes we 

practiced to a small extent. President Roosevelt's budget message of January 
6, 1943, alluded to a program of “deferred pay as a possible alternative 

additional taxes, but it was never adopted. 

20 On this point, see Keynes, op. cit., pp. 59-60. 

Zl lbid., p. 70. 
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bonds more attractive to the general public bv raising in¬ 
terest rates, but such a policy would come in conflict with the 
desire of the fiscal authority to keep interest rates low for 
servicing the public debt and for floating new issues. It is 
doubtless desirable that savings bonds should be made non- 
negotiable and less liquid (i.e., with longer maturities) for 
the duration of an inflationary period. 


DEBT MANAGEMENT 


Public debt outstanding may be managed in such a way 
as to reduce the money supply or to prevent further credit 
expansion. Anti-inflation debt management usually refers 
to the retirement of bflnk-held debt out of a budgetary sur¬ 
plus. The general reason for concentrating on the effort to 
retire bank-held debt is that as long as commercial banks are 
“loaded” with government securities, they can always sell 
them on the open market or let them mature and thus acquire 
additional reserves for credit expansion. As long as com¬ 
mercial banks can count on getting additional reserves in 
these ways, Federal Reserve credit controls are rendered in¬ 
effective. This is where fiscal policy comes to the rescue of 
monetary policy. 


Roughly there are two possibilities, namelv, (a) retire¬ 
ment of bank-held government securities out of a budgetary 
surplus and (b) refunding of bank-held public debt bu sale 
of bank-ineligible bonds to nonbank investors (e.g., insurance 
compames, savings banks, endowed institutions, and indi¬ 
vidual). Let us consider these possibilities in some detail. 

As far as the anti-inflation use of a budgetary surplus is 
concerned it is important to analyze separately three distinct 

oS,>• "■* <3) °< 

1. Retirement of public debt held by Federal Reserve 
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banks out of a budgetary surplus is most deflationary in its 
effect upon the money supply and bank reserves. In the first 
place, the accumulation of a budgetary surplus involves a 
reduction of demand deposits in the hands of taxpayers and 
therefore also of commercial bank reserves—the extinction 
of a portion of deposit money in the hands of the general 
public as well as a reduction of commercial bank reserves. 
This means that commercial banks’ ability to make loans or 
expand investments is reduced. In the second place, the use 
of a budgetary surplus kept as demand deposits in member 
banks for retiring debt held by Federal Reserve banks in¬ 
volves a loss of member-bank reserves and a reduction of 
otherwise spendable deposit money in the hands of the gov¬ 
ernment, that is, effective prevention of inactive money from 
appearing as active money. This type of operations was actu¬ 
ally tried by the Treasury in the postwar year 1947-^18. 

2. Retirement of bank-held debt (i.e., commercial banks) 
is neutral in its effect on the money supply, since bank re¬ 
serves will thereby be increased to create new money to make 
up for that portion of the money supply which was ex¬ 
tinguished by the budgetary surplus. The danger, though, is 
that commercial banks may have so much more in govern¬ 
ment securities maturing within one year than any con¬ 
ceivable budgetary surplus as to increase the money supply. 
Such a danger is explicit in any extraordinarily large bank 
holdings of short-term government securities, as in immediate 
postwar years, and implicit in a possible failure to achieve 
a significant budgetary surplus owing not so much to inade¬ 
quate tax revenue as to increased public expenditure. How¬ 
ever desirable or necessary the reduction of bank-held public 
debt may be on other grounds (e.g., to broaden the ownership 
of the public debt and to prevent excessive bank earnings), 
the use of a budgetary surplus for that purpose does nothing 
to reduce the money supply. Therefore, if a positive anti¬ 
inflation effect on the money supply is desired, it will be neces- 
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sary to direct a budgetary surplus toward the retirement of 
public debt held by the Federal Reserve banks and to “freeze' 
the securities owned by commercial banks. 

3. In case a budgetary surplus is used to retire a maturing 
portion of debt held by the nonbank public, the result will 
also be neutral as far as the money supply is concerned. For 
the process of accumulating and using a surplus merely re¬ 
sults in a shift of ownership of money from taxpayers to 
holders of government securities. It is arguable, however, that, 
although there is no net change in the money supply, the shift 
of ownership of money from taxpayers to holders of govern¬ 
ment securities involved in this type of operations may have 
a deflationary effect on consumer spending . For though taxes 
are imposed on all groups and deflate their incomes, given the 
public expenditure structure, the shift of money in question 
benefits chiefly the rentier class, which generally spends less 
on consumption than those taxpayers who do not own govern¬ 
ment securities. If, however, the holders reinvest the pro¬ 
ceeds of the redemption, the above deflationary effect of the 
retirement of nonbank-held debt on aggregate spending is 

rather indeterminate—an interesting problem for empirical 
research. 


The success of these three types of operations presupposes 
a large and continuous budgetary surplus out of which to re¬ 
tire maturing public debt. Yet there is the possibility that the 
government may have a budgetary deficit instead. Such a 
possibility becomes the stronger the greater the pressure on 
ta X proceeds for other purposes grows. Increases in public 
expenditures might even wipe out the budgetary surplus 
which could otherwise be used to combat inflation. Should 
there occur an excess of expenditure over revenue in the 
national budget, the public would get more in income than 

, taxes - ,™ e result would be inflationary, other 
dungs being equal. Barring these possible offsets, the crucial 

question is how much and how fast bank-held public debt 
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can be retired without endangering general liquidity. This 
question brings us to the second method. 

Adoption of the second general method, namely, that of 
retiring bank-held debt by sale of bank-ineligible bonds to 
nonbank investors, would involve a loss of spendable money 
in the hands of the public and also of bank reserves. But it is 
arguable, though inconclusively, that this type of operations 
would be ineffective if nonbank investors were reluctant 
to give up spendable money for government bonds, or if the 
sale of government bonds to the nonbank investors resulted 
merely in the surrender of idle funds which would not have 
been spent anyhow. 2 - Much depends on nonbank investors’ 
choice between different types of liquidity (cash and govern¬ 
ment securities, in this instance), prevailing interest rates on 
alternative investments, and their expectations in general. 
To the extent that the public purchases new government 
securities out of idle monev, the second method of debt 
management will be less deflationary in effect. It is important 
to remember that in this case, as in the first, diversion of 
Treasury balances, regardless of their source (tax proceeds 
or loan funds), to the retirement of bank-held public debt 
prevents an otherwise inevitable increase in the money sup- 

23 

“cold sterilization” 

Whenever gold inflow is deemed too dangerously inflation¬ 
ary in effect, the government may decide to “sterilize” gold 
in order to keep bank reserves from increasing with gold ac¬ 
quisitions. 24 To see how gold inflow can be prevented from 
exerting an inflationary influence on the economy, we must 

22 Cf. H. R. Bowen, The Interest Rate, the Debt and Inflation (Irving Trust 
Co., New York, 1946), p. 13. 

23 Cf. A. Sproul, “Monetary Management and Credit Control,” American 
Economic Review, June, 1947. 

24 The Treasury was reportedly studying the possibility of “sterilizing” gold 
imports during the inflationary year 1947. See Monthly Letter, National City 
Bank of New York, December, 1947. 
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first understand the wav in which gold inflow inevitably leads 
to larger bank reserves. Suppose that $10 billion of gold flows 
into the United States in a given period, owing, say, to a 
surplus in the American balance of payments. The Treasury 
then purchases and pays for the gold with checks drawn on 
Federal Reserve banks, and the public (importers and sellers 
of gold) gets $10 billion to deposit in member banks. Ac¬ 
cordingly, member banks get $10 billion of new reserves in 
the books of Federal Reserve banks by presenting the checks 
for collection. The important consequence is that member 
bank excess reserves increase by $10 billion minus whatever 
portion must be deducted to support $10 billion of new de¬ 
mand deposits. If the reserve ratio is 20 per cent, then the 
member banks will have $8 billion of new excess reserves for 
credit expansion, $2 billion becoming legal reserves to sup¬ 
port $10 billion of new demand deposits. This is where a 
policy of "gold sterilization” comes in. 

The government ordinarily replenishes its depleted ac¬ 
count at Federal Reserve banks by depositing gold certificates 
issued against the gold purchased. In our example, the gov¬ 
ernment exchanges $10 billion of gold certificates for $10 
billion of Federal Reserve credits. So far the state of affairs is 
one in which “everybody is happy”—the government has the 
gold, the Federal Reserve banks have the gold certificates, 
the member banks have the excess reserves, and the public 
has the enlarged bank accounts—except the economic sys¬ 
tem! For, on the one hand, the increased member bank re¬ 
serves threaten credit inflation, while, on the other, the gold 
acquisitions have cost the government nothing but have cost 
the economic system a considerable loss of real income—that 
is, a sacrifice of otherwise consumable goods and services for 
the sake of unpalatable gold. A policy of “gold sterilization” 
is concerned with the inflationary threat of gold inflow, how¬ 
ever. How does the government go about “sterilizing” gold? 
The process involved is simple. 
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Instead of paying for gold purchases by drawing down 
and replenishing its account at Federal Reserve banks, the 
government “sterilizes” gold by paying for gold purchases 
out of the proceeds of the sale of government securities de¬ 
posited at member banks. In terms of our example this means 
that the government must sell on the open market government 
securities equal to $10 billion to reduce both member bank 
reserves and demand deposits by $10 billion. What happens 
is a transfer of balances in the books of Federal Reserve 
banks from member banks to the Treasury. Thus the govern¬ 
ment in effect pays for gold purchases with government se¬ 
curities, and locks the gold away from the banking system. 
The United States adopted such a policy between 1936 and 
1938, but discontinued the policy in 1938 for two main 
reasons, namely, (a) the unduly deflationary effect of the 
“sterilization” policy on bank reserves and on business ac¬ 
tivity, and (b) the increasing effect of the necessary sale of 
government securities on the public debt. This historical 
experience suggests that the Treasury is unlikely to be very 
quick to adopt such a policy even when a continuous net in¬ 
flow of gold adds to the prevailing inflationary pressure. A 
more immediate reason for the Treasury’s cautious attitude 
might be the belief, right or wrong, that the present powers 
of the Federal Reserve authorities are adequate to cope with 
the problem of member-bank excess reserves. 

A “gold sterilization” policy has special significance for 
a country like the United States, which, for one reason or 
another, is in the habit of acquiring gold in large quantities. 
Past experience tells us that gold imports may pour into the 
United States in the future as well, whether to settle debts 
to the United States, to finance purchases in American mar¬ 
kets, or simply for safekeeping. All this implies probable in¬ 
creases in member-bank excess reserves. The result would 
be no different if gold acquisitions arose from the purchase of 
domestically produced gold. Although the international posi- 
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tion of the United States may be such as to warrant a bias 
toward ‘gold sterilization” we must nevertheless be pre¬ 
pared to consider the opposite policy, namely, “gold desterili¬ 
zation.” 

Gold should be “desterilized” when the situation calls for 
a measure to increase member-bank reserves. This the govern¬ 
ment could do by releasing or activating a part or all of the 
previously “sterilized” gold, or by permitting new gold ac¬ 
quisitions to influence member-bank reserves. The govern¬ 
ment in this instance issues as much in gold certificates as it 
cares to increase and spend in deposit credits at Federal Re¬ 
serve banks. The result is that the public gets additional 
demand deposits as the government spends the 
the gold certificates issued, while member banks 
a corresponding supply of reserves at Federal Reserve banks. 
The new member-bank excess reserves are of course equal 
to the amount of gold “desterilized” minus the legal reserves 
necessary to support the public’s demand deposits. Thus gold 
can and should be “desterilized” to check credit deflation, as 
it can and should be “sterilized” to arrest credit inflation, as 
the case may be. 


proceeds of 
accumulate 


OVERVALUATION 


In order to control domestic inflation a country might main¬ 
tain the “overvalued” exchange value of its currency, that 
is, an expensive currency relative to foreign currencies. 25 
An “overvalued” currency is anti-inflationary in effect for 
three reasons, namely, (a) because of its discouraging effect 
on exports and therefore of its decreasing effect on domestic 
money incomes, (b) because of its encouraging effect on im¬ 
ports and therefore of its increasing effect on import expendi¬ 
tures, and (c) because of its cheapening effect on the price 
of those foreign materials which enter into the domestic cost 


? i F «° r A d i etailed » n c y in° f ?* erv 1 aluati ° n and related concepts see Chaps 17 
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of production and therefore of its preventive effect on an 
upward cost-price spiral. If, however, other countries are 
experiencing inflation at the same time, the importing country 
in question may find it necessary to appreciate its currency, 
that is, to make the domestic currency even more expensive 
in terms of foreign currencies. Otherwise the deflationary 
effects of overvaluation would be offset by the rising cost of 
imports (an important consideration for countries using many 
foreign raw materials). 

It is unlikely that a country will maintain an overvalued 
currency or disregard exchange depreciation solely for the 
purpose of controlling domestic inflation. For the deflationary 
implication of overvaluation for the balance of payments may 
well be more serious than a similar implication for domestic 
price levels. 


'Nonmonetary Measures 

Anti-inflation policies of a nonmonetary nature include, 
among others, (a) output adjustment, (b) wage policy, and 
(c) price control and rationing. These measures are much 
less practicable than monetary-fiscal ones, for psychological, 
institutional, political, technological, and other noneconomic 
reasons. Therefore they can be considered only as supple¬ 
ments to more expedient or flexible measures. 

OUTPUT ADJUSTMENT 

Increased production is admittedly a basic solution to the 
problem of inflation, since the inflationary gap arises partly 
from inadequate output. The practical question is: How 
much and how fast can total output be increased in relatively 
short periods? There are a number of possibilities as well as 
limitations. The most obvious limitation is full utilization of 
resources, yet it is possible to increase the output of par¬ 
ticular goods and services, or to prevent total output from 
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declining even in conditions of full employment of resources. 
This can be done by shifting the already employed resources 
from the production of the less inflation-sensitive to the 
more sensitive ones. Such a reallocation, if possible at all, 
must be accomplished without the usual inducement of higher 
factor prices. Otherwise the resulting higher money incomes 
to factors would defeat the purpose.- 0 The output of particular 
goods (e.g., food, clothing, housing, and durable consumer 
goods in general—which are likely to be in short supply) may 
be increased by systems of priorities, regulated allocation, 
and perhaps subsidies, as practiced by some countries during 
World War II and the immediate postwar period. Therefore 
the practical effort to increase production during a short 
period of full-employment inflation must be directed pri¬ 
marily at particular goods and services which are found to be 


in short supply and whose price movements are of strategic 
importance to the economy as a whole. 


Another difficulty lies in the possibility that monopolistic 
costs may inhibit production in many lines. A distortion of 
the cost-price structure due to the monopolistic control of 
factors (e.g., raw materials and labor) tends to raise marginal 
costs more quickly as output increases, thus checking further 
production. For this reason the measures to increase produc¬ 
tion usually include the regulation of, or a vigorous campaign 
against, monopolistic attempts to raise factor costs in the 


strategic sectors of the economy (e.g., steel and housing). In 
peacetime it is politically inexpedient and administratively 
difficult to keep monopolistic factor prices in check. Some 
selective control methods must be devised to prevent mo¬ 
nopoly costs from spreading a restraining influence on the 
production of goods and services in short supply. 

It is sometimes suggested that available output be increased 


not”b?LSfdtf !i! gher faCt ° r Prices f0r reaUo <*<iop Proses would 
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by “longer hours of work.” 27 Though ‘longer hours of work” 
is one way of increasing productivity, it is not a realistic solu¬ 
tion in peacetime, and especially in those countries where 
trade unionism is a going concern. Besides, “overtime pay” 
would have to be taxed away or otherwise withdrawn from 
the income stream if the increased production due to “longer 
hours of work” were to have its anti-inflation effect. A more 
realistic solution for increased productivity may lie in the 
direction of encouraging technical innovations, as far as 
industrially advanced dynamic economies are concerned. 
Wartime experience showed that technical innovations are 
possible even in relatively short periods. 

Total output can be prevented from falling and the out¬ 
put of particular goods and services increased by keeping 
industrial strife to a minimum. For strikes and other mani¬ 
festations of labor unrest are likely to prevail during an in¬ 
flationary “boom,” and thus interfere with the general effort 
to increase output. Therefore, efficient and satisfactory labor- 
management relations are a prerequisite to removing “bot¬ 
tlenecks” which impede production. Strikes and other forms 
of work stoppage for political reasons are generally regarded 
as taboo during the course of inflation. Lockouts and other 
“strikes of capital” are similarly detrimental to production. 
In a democracy the most that the government can do to 
promote better labor-management relations during inflation 
is perhaps to strengthen the machinery of collective bargain¬ 
ing. Ad hoc measures to deal with specific cases involving 
serious (e.g., nation-wide) work stoppages, however, may 
necessitate public policy outside the institution of collective 
bargaining. 

Finally, there is the possibility that imports may somewhat 
offset domestic shortages and so help to minimize inflationary 

27 M. S. Eccles, for example, in a statement before the Joint Congressional 
Committee, November 25, 1947, said, among other things: Nothing could 
be more effective than increased productivity of labor and longer hours of 
work by everyone.” 
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pressures at home. As a matter of general policy during in¬ 
flation, a country should import inflation-sensitive goods, 
i.e., essentials, in exchange for export of luxuries and other 
nonessentials, as Britain did in the transition period after 
World War II. It is not difficult to understand why France 
and other European nations looked to American grants and 
credits for partial relief in their domestic shortages of con¬ 
sumer goods during the postwar period when their productive 
and exporting capacities were too weak to pay for needed 
imports. In so far as short-term credits are made available by 
the International Monetary Fund and other channels, ad¬ 
verse balances of payments need not stand in the way of 
partially overcoming domestic shortages via increased im¬ 
ports. Bilateral trade agreements (e.g., between Britain and 
the Soviet Union) for barter are one way to get around 
balance-of-payments difficulties and to import urgently 
needed products (e.g., Russian wheat for Britain and rail¬ 
way equipment for Russia). 


WAGE POLICY 


During wartime inflation public control of money wages is 
expedited by the necessity of keeping down the cost of war 
production as well as by the patriotic willingness of organized 
labor to co-operate with the government. But there is no 
such raison detre for maintaining direct wage controls in 
peacetime. Yet during inflation wages and other costs can¬ 
not be left completely free to chase prices upward. In a 
country where wage determination is largely a matter of col¬ 
lective bargaining the major responsibility of keeping wages 
in line with the general cost structure rests with trade unions. 

a a trade union wage policy be during in¬ 

flation? There are certain broad criteria by which trade 
unions may formulate an appropriate wage policy 
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First, it is considered necessary that trade unions’ demands 
for higher money wages should be made pari passu with in¬ 
creases in general productivity, i.e., increased output per 
worker. If this criterion is observed, higher wages do not 
generally lead to higher unit cost and therefore to higher unit 
price. There is, however, no mechanical connection between 
productivity and money wages, as far as monopolies are con¬ 
cerned, since the monopolists can keep down wages irrespec¬ 
tive of productivity by restricting output of goods and input 
of factors. It is often argued that higher productivity would 
give rise to either higher money wages or lower prices and 
therefore to higher real wages, but this argument tacitly as¬ 
sumes perfect competition and long-run equilibrium. 29 

Second, trade union demands for higher money wages 
would be justified even during inflation where substandard 
wages exist, since the higher wages would merely reduce ab¬ 
normal profits made possible in part by paying wages below 
the competitive level. Even in this case there is no assurance 
that the higher money wages, if granted, would not lead to 
price increases. For businessmen are generally reluctant to 
absorb wage increases by reducing their profit margins even 
when productivity clearly warrants it. Such a reluctance 
would be the greater the more prevalent was labor immobility. 

Third, it is considered advisable for trade unions to refrain 
from pressing for wage increases on the grounds of the cost 
of living, except when the general anti-inflation program fails 
to prevent the prices of essentials from rising. 30 This criterion 
imposes on the government the responsibility of keeping 
down consumer prices and on trade unions the responsibility 
of preventing their higher wage demands from causing con¬ 
sumer prices to rise. If the government cannot assume such 
a responsibility, then it would be better to let trade unions 

- u Sec, for example, F. D. Graham, “Wage Fallacies,” (letter to the editor) 
in New York Times, January 5, 1947. Compare it with my Present Wage 
Structure,” also in New York Times, August 9, 1947. 

30 Cf. Keynes, How to Pay for the War, p. 57. 
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get higher wages on the grounds of the cost of living and then 
tax away or borrow a part of the increased wage incomes. 

It is not at all certain that trade unions will support the 
government’s anti-inflation program by observing the above 
criteria; much depends on the mutual attitudes of the govern¬ 
ment and organized labor. Blanket suspension of wage in¬ 
creases 31 is obviously difficult to achieve in peacetime, es¬ 
pecially where and when trade unionism is a powerful 
political force. The whole question of wage policy during in¬ 
flation is further complicated by the fact that wages are in¬ 
come as well as cost, and therefore by the basic fear that a 
deflationary wage policy may precipitate a train of uncontrol¬ 
lable deflationary movements. 

PRICE CONTROL AND RATIONING 

Many countries adopted price control and rationing dur¬ 
ing World War II and some retained them during the im¬ 
mediate postwar period. The United States continued price 
control and rationing until June, 1946, and President Truman 
asked for their partial restoration in his anti-inflation mes¬ 
sage to Congress of November 17, 1947, though in vain. 

The function of price control is to establish the legal upper 
limits beyond which the prices of particular goods may not 
rise. Price control has the political advantage of being popu¬ 
lar during a period of rampant “profiteering” and runaway 

inflation. But there are some flaws in price-fixing as an anti¬ 
inflation measure. 

Though conceding some measure of price control as "a 
valuable adjunct” to his main proposal (i.e., “deferred pay”), 
Keynes, for example, objected to price control on the ground 
that it fails to bring about equilibrium, namely, the needed 
balance between purchasing power and available output. 32 
For price control increases the pressure of consumption and 

Col^He^NovSe; £££* ^ J ° tat 

82 Keynes, op. cit., p. 57. 
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merely leads to “shop shortages” and “queues” and there¬ 
fore to “great injustices of distribution.” He considered price 
control as a poor alternative to “old-fashioned inflation,” that 
is, the conventional method of restriction via higher prices. 
Keynes therefore would have us reduce the volume of pur¬ 
chasing power via taxation and forced savings and then al¬ 
low the consumer to exercise a free choice in allocating his 
purchasing power among different consumer goods. Thus 
price control, if unaccompanied by any restriction on the 
amount of purchasing power, is not only unfruitful as anti¬ 
inflation policy but detrimental to consumer freedom and 
welfare. Moreover, when administrative difficulties in en¬ 
forcing price-fixing and legal restrictions against black mar¬ 
keting are considered 
monetary-fiscal policy. 

The main function of rationing is to divert consumption 
from those articles of consumption whose supply needs to 
be restricted for some special reasons. In the absence of ra¬ 
tioning the tendency is for the wealthy few to bid up the 
prices of scarce consumer goods so high that the majority 
of the consuming public cannot afford to buy any. When 
the supply of necessities is short, as during a war or a post¬ 
war period, it is obviously objectionable to let the price sys¬ 
tem do the trick, that is, to perform the function of ration¬ 
ing. Rationing has the effect of limiting the variety and 
amount of goods available for consumption in a way con¬ 
ducive both to consumer price stability and to distributive 

justice. 

Rationing, however, has been criticized on the ground that 
it involves “a great deal of waste, both of resources and of 
enjoyment.” 33 A waste of “enjoyment” is a dubious objection 
to rationing during a period of general scarcity, but it is true 
that the wide variety of consumer need, taste, and habit 
renders rationing somewhat ludicrous. Moreover, the prac- 

83 Keynes, op. cit., pp. 51-54. 
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tical difficulty of covering a sufficient number of consumer 
goods by a rationing coupon would leave the pressure of pur¬ 
chasing power free to divert production in the direction of the 
unrationed articles. Thus a sensible program of rationing 
should aim at diverting consumption from particular articles 
whose supply is below normal rather than at controlling 
aggregate consumption. 




PART II 


Interest, Income, and Employment 
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The Liquidity-Preference Theory 


THE LIQUIDITY-PREFERENCE theory is an integral part 
of the general theory of effective demand; it explains the na¬ 
ture of the demand for liquid assets and its relation to the 
interest rate, prices of nonliquid assets, expected rates of 
profit, investment, and employment. 

Liquidity-Preference—the “Propensity to Hoard 9 

HOARDING AND SAVING 

It is useful to begin with a comparison of the concept of 
hoarding with that of saving. Sfloing may be defined as the 
excess of income over consumption outlays . Saving always 
means the failure, willful or otherwise, to spend on consump¬ 
tion out of a given income; it is in fact the complement of 
consumption outlays. That is to say, consumption outlays 
and savings equal a given income. 1 The above definition 
applies to both individual saving and community saving. 

If an individual earns $100 a month and spends $80 on 
consumption, then his savings in that period are $20. Similarly, 
if the gross national product in a given year amounts to $100 
billion and consumption outlays to $70 billion, the commu¬ 
nity's total savings must be $30 billion. For some purposes dis- 

1 For further details, see Chap. 10 (on the consumption function). 
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posable income (national income after taxes) may be used 
to determine the amount of total savings. As far as the con¬ 
cept of saving is concerned, it is immaterial how the $30 bil¬ 
lion so saved is used, provided that it is not spent on con¬ 
sumer goods; savings may be kept as savings accounts in the 
bank, put “in the mattress,” or used to purchase securities, 
new capital equipment^or additional inventories. Thus sav¬ 
ings are related to income and to consumption outlays. 

Hoarding, on the other hand, is related to the supply of 
money and to the interest rate. Hoarding may be defined as 
people’s desire to hold wealth in the form of money. To hoard 
is in effect not to spend money on nonliquid assets. Con¬ 
sumption expenditure is the logical alternative to saving; a 
desire to lend or invest is the logical alternative to hoarding. If 
saving involves the sacrifice of consumption, hoarding involves 
the sacrifice of an interest income which is forgone by not 
lending or investing. The choice between money and non¬ 
liquid assets presupposes the choice between spending (on 
consumption) and saving. 

This concept of hoarding differs from the concept of sav¬ 
ing in that it is essentially psychological. What is stressed in 
this concept of hoarding is a psychological tendency to hold 
wealth in the form of money, not the amount of hoards. 2 
Hoarding, as such, may be translated into a schedule of various 
amounts of money which people may wish to hold at various 
rates of interest. Thus conceived, hoarding is merely another 
expression for the demand for money or, to use Keynesian 
terminology, a schedule of “liquidity-preference.” It is this 

2 Keynes introduced the concept of “liquidity-preference” to distinguish 
what he meant by “hoarding” from what others meant by it. He considered 
the “propensity to hoard” as substantially the same as las own concept oi 
liquidity-preference, but warned against interpreting the “propensity to 
hoard” to mean “an actual increase in cadi-holding. (See General Theory, 
p. 174.) For the actual amount of money held bv the community is equal 
to the total money supply and is independent of the demand for money. 
What the concept of “liquidity-preference” is designed to convey is tie 
demand for money, not an increase in the money supply or a decrease in tne 

velocity o ( money. 
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demand for money or liquidity which, together with the 
supply of money, influences fluctuations in the interest rate 
and therefore the volume of investment. 


FORMS OF HOARDING 


Before going any further we must clarify the relation be¬ 
tween the hoarding and the velocity of money. The tradi¬ 
tional treatment of hoarding runs in terms of an explanation 
of the decreasing effect of hoarding on the velocity of money 
and therefore on general prices. Thus hoarding in the tradi¬ 
tional formulation is synonymous with a decrease in the 
velocity of money. Whether hoarding decreases the velocity 
of money and therefore depresses production and trade de¬ 
pends largely on particular forms in which people want to 
hoard a part of their income. If one hoards by putting “money 
in the mattress,” one is obviously withdrawing spendable 
money from circulation. It is such an act of hoarding that is 
popularly blamed for depression. Even this type of hoarding 
may not be so harmful to production and trade if its psycho- 
logical effects are taken into account. A large amount of 
“money in the mattress” certainly depresses the economy dur¬ 
ing the period in which it is accumulated at the expense of 
spending, but it may well generate such a sense of security 
as to induce people to spend more out of current income or 
to hoard less out of future income. 

If, on the other hand, an act of hoarding takes the form 
of putting money in the bank to hold it idle (e.g., savings ac¬ 
counts and inactive checking accounts), the result may not 
be harmful at all. For the presumption is that this type of 
hoarding “provides the offsetting facilities for some other 
party, as Keynes has pointed out. 3 It is arguable, however, 
tfiat even though the banks would rather utilize your money 
in the bank to earn interest income than leave it idle, they 
may not always succeed in finding willing borrowers who 

a His speech in the House of Lords, May 18, 1943. 
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will use it. One could go a step further and argue that even if 
borrowers were found, they might not spend the proceeds in 
such a way as to stimulate production and trade. Barring these 
adverse possibilities, an act of hoarding in the form of keep¬ 
ing bank deposits can be said to have no detrimental effect 
on the economy. Furthermore, if one considers the well- 
known favorable psychological effect of large public hold¬ 
ings of idle money in the form of savings accounts, etc., one 
can hardly deny that people’s desire to spend more out of 
current income may increase as a result of past hoarding. 

It is clear that hoarding cannot be deplored without refer¬ 
ence to what forms it takes or how it affects the general public 
psychologically through a dynamic series of income periods. 
It is to Keynes’ credit that he revised the concept of hoard¬ 
ing in such wise as to relate it directly to the monetary theory 
of interest and the general theory of employment. In his 
view, if hoarding has any effect on the general price level, 
it is primarily through its influence on the interest rate. It 
is a change in people’s disposition to hold money rather 
than a change in the velocity of money that is involved in the 
Keynesian concept of hoarding. In other words, Keynes 
emphasizes not the amount of hoards, but people’s psycho¬ 
logical propensity to hoard and its influence on the interest 
rate and therefore on the volume of investment. The subse¬ 
quent sections will show how the ‘propensity to hoard” is 
related to the interest rate, the money supply, the volume of 

investment, and employment. 

% 

THE LIQUIDITY FUNCTION 

Having made an initial choice between spending and sav¬ 
ing, people have yet another choice to make between hold¬ 
ing the accumulated savings in the form of cash balances and 
holding them in the form of nonliquid assets. This latter 
choice gives us a schedule of liquidity-preference, or a sched- 
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ule of amounts of money to be held at various interest rates. In 
making this choice people compare the marginal utility of 
holding money and the marginal disutility of forgoing in¬ 
terest income. Given the level of income, the demand for 
money varies with the interest rate. In other words, liquidity- 
preference is a function of the interest rate , increasing as the 
interest rate falls and decreasing as the interest rate rises. 
The reason for this inverse correlation between liquidity- 
preference and the interest rate is that at a lower rate of in¬ 
terest less is lost by not lending money out or investing it, 
that is, by holding on to money; while at a higher rate holders 
of cash balances would lose more by not lending or investing. 

Figure 2 illustrates the relation of liquidity-preference to 
the interest rate. The L curve represents the liquidity func¬ 
tion or the demand for money, which slopes downward to 
the right, indicating that at a lower interest rate more would 
be held. The M curve represents the total amount of money, 
which is assumed to be fixed and inelastic with respect to 
interest. That is to say, the monetary authority leaves the 
money supply unchanged regardless of changes in the in¬ 
terest rate. At the r, rate of interest, the amount of money 
people wish to hold and the amount of money in existence 
coincide. In other words, the demand for money to hold and 
the supply of money are in equilibrium at E, and t 1 (or QxE) 
is the equilibrium rate of interest. This means that people 
have no inducement to increase or decrease the stock of 
money by lending or investing. At a higher rate of interest, 
r 2 , however, people would want to hold OQ 2 of cash balances 
and lend or invest the rest, or Q a Q,. Thus at a higher rate of 
interest, people's liquidity-preference is low, since they can 
gain more by lending money out or investing it (e.g., pur¬ 
chase of securities to earn a return of Or 2 ). 

Contrariwise, peoples liquidity-preference would increase, 
that is, by OQ 3> if the interest rate fell to r 3 . For they would 
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lose more by lending money out or investing it. But they 
cannot hold more than OQj of money, since that is all there 
is to hold. The tendency, therefore, is for the holders of non- 
Bquid assets to sell some of their holdings to get liquid. Con¬ 
sequently, the supply of nonliquid assets increases, whereas 
the demand for them is decreasing pari passu with the in¬ 
creasing demand for liquidity, so that the value of nonliquid 
assets must fall. When the value of nonliquid assets falls the 
interest rate must rise, since they are inversely correlated with 


INTEREST 


MONEY 

Fig. 2. The Liquidity Function 

each other via capitalization (i.e., capitalized value = an¬ 
nual income/interest rate; e.g., $1,000/0.05 = $20,000). The 
interest rate would increase to r,, so that the demand for 
money to hold and the supply of money would be once again 
in equilibrium and the tendency to hold more or less money 
would disappear. 

If the demand for money is stable and inelastic, as the tra¬ 
ditional theory assumes it to be (due to preoccupation with 
the transaction motive and with a frictionless world of cer¬ 
tainties), an attempt to reduce the interest rate via increased 
money supplies will be so successful as to raise output and 
employment to the full. But the liquidity function may be 
unstable and elastic with respect to the interest rate, as Keynes 
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emphasized, if our knowledge of the future is incalculable 
and our propensity to hoard to satisfy the speculative motive 
is predominant and volatile. 

If the liquidity function is as elastic (at the lowest prac¬ 
tical rate of interest) and volatile as Keynes supposed it to 
be, then an attempt to reduce the interest rate by monetary 
expansion may prove disappointing. For an expansion of 
money leads, in these circumstances, to a less than propor¬ 
tional fall in the interest rate, given a highly interest-elastic 



MONEY 

Fig. 3. An Interest-Elastic 
Liquidity Function 


liquidity function, as shown in Figure 3. An increase in the 
money supply from M, to M 2 leads to an insignificant fall in 
the interest rate, from r, to r 2 . If the liquidity function were 
horizontal straight (i.e., perfectly elastic), no increase in the 
money supply would affect the interest rate. Such a func¬ 
tion is conceivable when the speculative motive for liquidity 
(to hold money in anticipation of higher interest or lower 
security prices; or to postpone current purchase of securities) 
3 P re P 0 n der a n t factor in the demand for money to hold. 
(The liquidity function would be the more inelastic the more 
dominant the transaction and the precautionary motives.) 
the interest rate fails to fall sufficiently, owing to the 
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interest-elastic liquidity function, real investment and em¬ 
ployment will be discouraged. For the high interest rate both 
as cost and as income makes real investment less attractive 
than financial investment. The sequence is the elastic demand 
for liquidity, the high interest rate, the smaller scale of real 
investment, and the lower level of employment. The conclu¬ 
sion is inevitable that the more elastic the demand for money, 
the more ineffective central bank credit controls and the more 
unreliable interest policy for full employment. As will be 
shown later, an interest-elastic liquidity function is one of the 
reasons for persistent tendencies toward underemployment 
equilibrium. Experience seems to support the Keynesian view 
of the elasticity and instability of the liquidity function. 4 


The Liquidity-Preference Theory of Interest 

In a world of uncertainties the desire to hold money as a 
store of wealth is an almost instinctive mechanism. This 
desire is not only an index of the degree of our feeling of un¬ 
certainty about the future but is capable of changing our 
present economic calculations and behavior. The desire to 
hold liquidity to satisfy the transaction and precautionary 
motives is rather stable. In other words, the demand for cash 
balances to satisfy these motives is relatively interest-inelastic. 
But the demand for cash balances to satisfy the speculative 
motive is highly interest-elastic. The interest-elasticity of 
demand for liquidity, the supply of money remaining equal, 
makes a significant difference to interest policy and there¬ 
fore to the inducement to invest. 

THE DEMAND FOR MONEY AND THE INTEREST RATE 

In general, people desire to hold cash balances, first be¬ 
cause it is convenient to have liquid assets around, secondly 
because future cash needs are uncertain, and thirdly be- 

4 Cf. L. R. Klein, op. cit., p. 72. 
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cause spending appears less attractive than holding cash. To 
put it differently, people tend to hold cash balances for the 
purpose of (a) conducting ordinary transactions, (b) meet¬ 
ing emergencies, and (c) gaining speculative profits through 
future changes in prices. While the traditional theory stresses 
the first two, the Keynesian liquidity-preference theory places 
major emphasis on the last motive. Since the need for cash 
balances for transaction purposes is fairly constant except 
during a hyperinflation, and since fairly constant amounts of 
cash balances must be set aside to meet emergencies (busi¬ 
ness or personal), it follows that the preference for liquidity 
to satisfy the speculative motive is the most flexible factor 
influencing the aggregate demand for money. 

The demand for liquidity, together with the supply of 
money, determines the interest rate. An increased preference 
for liquidity will raise the interest rate, since more must be 
offered to induce people to part with liquidity or not to hoard. 
Conversely, a decreased preference for liquidity will lower 
the interest rate, since less has to be offered to “bribe” people 
to give up cash holdings in favor of nonliquid assets. The rela¬ 
tion between liquidity-preference and the interest rate is 
shown in Figure 4 (A). Given the supply of money, M, an 
increase in peoples liquidity-preference from L, to L 2 leads 
to an increase in the interest rate from t 1 to r 2 . The reason 
for this tendency is that when the desire to hold money is 
stronger and when the monetary authority does not increase 
the money supply to satisfy that increased desire to hold 
money, a higher premium must be paid to induce the marginal 
hoarder to part with liquidity so as to release more money for 
nonliquid assets. At the r, rate of interest, the new demand 
for money exceeds the supply of money by Q,Q 2 . Obvibusly, 
this interest rate fails to bring demand and supply into bal¬ 
ance. Only at the higher rate of interest, r 2 , is the new demand 
for money in equilibrium with the supply of money, that is 
at E 2 . Hence r 2 (or QjE 2 ) is the equilibrium rate of interest 
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Conversely, a decrease in liquidity-preference from L 2 to 
L, would bring down the interest rate from r 2 to r,. 

Figure 4(B) shows a change in the interest implicit in the 
changing value of nonliquid assets (i.e., securities). Suppose 
the demand for securities decreases from D ^ to D 2 owing 
to an increased preference for liquidity, indicating that people 
consider it more advantageous to hold their wealth in the 
form of cash. Consequently, people will try to dispose of se¬ 
curities in the market from S 2 to S 2 (i.e., an increase in sup- 


(A) 


(B) 


P P 




Fig. 4. Liquidity-Preference and Interest 


ply). The upshot of the decrease in the demand for securities 
and the increase in their supply is the lower value of securi¬ 
ties, QE 2 . This fall in the value of securities means a rise in 
the interest rate, since a higher reward (i.e., an interest in¬ 
come ) must be offered to induce people to hold their wealth 
in the form of securities rather than in cash. Thus the influence 
on the interest rate of a change in people s liquidity-prefer¬ 
ence can be shown indirectly via its influence on the value of 
nonliquid assets. 

LIQUIDITY-PREFERENCE AND THE MONEY SUPPLY 

Theoretically the Federal Reserve banks can influence the 
interest rate by influencing the volume of bank credit. For 
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example, the Federal Reserve banks can buy government se¬ 
curities on the open market and thus provide member banks 
with additional reserves for credit expansion. But whether 
open-market purchases of government securities by the Fed¬ 
eral Reserve banks will lead to a fall in the interest rate de¬ 
pends partly on people’s liquidity-preference. If people prefer 
government securities to cash, they will be reluctant to sell 
their holdings of such securities, so that the Federal Reserve 
banks may not be able to purchase enough of them to increase 
member banks’ reserves and so decrease the interest rate. 


Conversely, if people’s demand for cash is stronger than 
their demand for government securities, they will be more 
willing to part with their government securities and thus 
enable Reserve banks to purchase enough of them to increase 
member reserves. Although short-term government securi¬ 
ties are almost as liquid as cash, people still can choose be¬ 
tween those interest-yielding securities and noninterest¬ 
bearing but convenient cash. This choice between two kinds 
of liquidity is all the more important when one considers the 
potential power of open-market operations and a secular 
tendency among investors to desire stable interest income. 

Given central bank credit policy, the money supply can 
vary with banks’ liquidity-preference. It is banks’ liquidity- 
preference, together with individual savers’ liquidity-prefer¬ 
ence, that concerns the so-called "loanable-fund” approach 
to the interest rate. In contrast to Keynes’ emphasis on peo¬ 
ple’s liquidity-preference and therefore on the demand side 
of liquidity-preference, the loanable-fund theorist treats 
liquidity-preference, if at all, as a supply factor. While savers’ 
and banks’ liquidity-preference affects the interest rate via its 
influence on the supply of "loanable funds,” the interest rate 
in question is of smaller significance than the interest rate 
which is determined by people’s demand for money to hold 
and by an autonomous supply of money. For the interest rate 
in the case of the loanable-fund theory refers to bank rates on 
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loans, while Keynes’ liquidity-preference theory has to do 
with the entire interest structure , including rates on bank 
loans, savings deposits, and bonds. That is why Keynes speaks 
of the interest rate rather than interest rates. But in so far as 
bank rates influence other interest rates, it is useful to in¬ 
vestigate the effect of banks’ liquidity-preference on the sup¬ 
ply of loanable funds. 

Suppose a bank anticipates great difficulty in getting cash, 
owing, say, to a firmer central bank credit policy. The bank 
in question will try to improve its liquidity position by raising 
its loan rates to discourage further loans. Multiply this exam¬ 
ple by the thousand, and you will have a significant reduction 
of bank credit. The demand for loanable funds remaining un¬ 
changed, a decrease in the supply of loanable funds incident 
to the banks’ increased liquidity-preference will lead to higher 
interest rates. The same applies to a case where member banks 
are greatly indebted to the Reserve banks. Whatever may im¬ 
pair or endanger the liquidity and reserve positions of member 
banks, the result is an increased preference for liquidity at the 
expense of loanable funds. The effect of banks liquidity- 
preference on the supply of loanable funds and therefore on 

interest is shown in Figure 5. 

The D curve represents the schedule of customers demand 
for loanable funds. The demand is assumed to have an ordi¬ 
nary elasticity and to remain constant. The S! curve is the 
original schedule of supply of loanable funds, and it intersects 
the demand curve at Ej to establish the equilibrium rate 
of interest, rj (or QjEj). Now the banks increased preference 
for liquidity decreases the supply of loanable funds to S 2 , 
which intersects the demand curve at E 2 to establish a higher 
equilibrium rate of interest, i.e., r 2 (or Q 2 E 2 ). The amount of 
loanable funds that would be demanded or supplied is OQ, 
at the r, rate of interest and O Q, at r 2 respectively. By how 
much the banks will actually be able to raise their rates de¬ 
pends, however, on the elasticity of demand as well as on the 
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possibility of a change in demand (i.e., the steepness of the 
curve and a shift in the position of the curve). 

The Interest Rate and Investment 

The significance of the monetary theory of interest reduces 
itself to the fact that a change in the interest rate, together 
with the anticipated rate of profit, determines the rate of in¬ 
vestment and therefore the level of employment, given the 
propensity to consume. We shall assume (a) that the banking 
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Fig. 5. Banks’ Liquidity-Preference 

and Interest Rates 

system is in a position to manipulate the interest rate, (b) that 
the investing firms follow the principle of maximizing profits, 
and (c) that all the investment outlays are made by private 
firms. With these assumptions in mind, we shall proceed to 
examine the relation between the interest rate and investment 
and its effect on aggregate employment. 

THE INTEREST RATE AND THE MARGINAL EFFICIENCY OF CAPITAL 

The decision to invest, that is, to produce or purchase capi- 
tal goods, is influenced principally by (a) the current rate 
of interest, and (b) the expected rate of profit. The current 
rate of interest refers to the prevailing rate which is paid to 
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overcome peoples liquidity-preference, and the expected rate 
of profit (what Keynes calls “the marginal efficiency of capi¬ 
tal” ) is a percentage return on a capital outlay over the origi¬ 
nal costs (excluding the interest cost). These two are inde¬ 
pendent variables, but the former influences the latter signifi¬ 
cantly. 

If, for example, a capital outlay of $10,000 is expected to 
yield an annual net return of $800 after allowing for all costs 
except interest charges, then the marginal efficiency of capital 
is 8 per cent. Now suppose the outlay was financed by bor¬ 
rowing at an interest rate of 5 per cent. Then the firm planning 
to make that capital outlay would get a net annual profit of 
$300 (= $800 — $500). Should the interest rate fall to 3 
per cent, the firm would add to its net profits $500 annually 
($800 — $300). Thus the interest rate serves as the mecha¬ 
nism by which the efficiency of capital is discounted, that is, 
the value of the services of capital calculated in terms of a per¬ 
centage of so much per annum. So long as the interest rate is 
lower than the expected rate of profit, so long will the invest¬ 
ment in question be worth while (to the firm making it). 
Otherwise there is no sense in borrowing to finance the in¬ 
vestment. Therefore, from the standpoint of individual firms 
which must use borrowed funds for capital expansion, the 
lower the interest rate on loans, the greater the inducement 
to invest. 

The above relation between the interest rate and the mar¬ 
ginal efficiency of capital is not at all vitiated—though it may 
be obscured—by the fact that in modem conditions many 
firms make capital outlays out of their own reserves (e.g., 
depreciation allowances and undistributed profits) rather 
than out of borrowed funds. In this case, however, the interest 
rate enters into investment decisions as an income rather than 
as a cost consideration. A firm with accumulated reserves has 
a choice between investing and lending, depending on the 
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comparative advantage of those alternatives. If the interest 
rate is higher than the expected rate of profit, the firm will 
lend its reserves for an interest income (e.g., purchase interest- 
yielding bonds). Conversely, if the interest rate is lower than 
the expected rate of profit, the firm will invest by expanding 
plant and equipment or by increasing inventories. 

The sum of all the marginal efficiencies of capital of differ¬ 
ent types is the marginal efficiency of capital for the whole 
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Fig. 6. The Interest Rate and Investment, 
with a Given Marginal Efficiency 

of Capital 

economy. We cannot here enter into a discussion of the de¬ 
terminants of the marginal efficiency of capital, and it may 
suffice for the moment to indicate the interrelationships among 
the interest rate, the marginal efficiency of capital, and the 
volume of investment. From the foregoing discussion follows 
our first proposition: the lower the interest rate , the larger 
the volume of investment , given the marginal efficiency of 
capital Figure 6 shows that with the marginal efficiency of 
capital remaining equal, more investment is made at a lower 
rate of interest. The E curve stands for the efficiency of 
capital at a given level of consumption, and constitutes a de - 
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mand curve (for capital) to the entrepreneurs planning in¬ 
vestment commitments. In reality the demand curve is likely 
to be highly interest-inelastic, as will be explained later. 

The second proposition is that the higher the marginal ef¬ 
ficiency of capital , the larger the volume of investment , given 
the interest rate. Figure 7 illustrates this proposition. The 
marginal efficiency of capital curve shifts upward to the right, 
that is, from Ej to E 2 , thereby increasing the demand for capi¬ 
tal. The result is that the volume of investment increases from 

p 
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Fig. 7. The Marginal Efficiency of Capital 
and Investment, with a Given Rate 

of Interest 

OQ 1 to OQ 2 , the interest rate remaining equal. These proposi¬ 
tions suggest that either the interest rate should be lowered 
to the level of the marginal efficiency of capital or the marginal 
efficiency of capital raised to the level of the interest, which¬ 
ever is the more expedient. In the short run, in which techno¬ 
logical improvements and general economic development aie 
usually precluded, the marginal efficiency of capital cannot 
be raised significantly, and the lowering of the interest rate 
may be, therefore, a more realistic alternative. 

In Figure 6 the marginal efficiency of capital is shown to 
be rather interest-elastic, so that a slight fall in the interest 
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rate leads to a more than proportional increase in the volume 
of investment. Under such circumstances, the interest rate 
is significant for income and employment. In other words, 
if the general demand for capital is highly elastic y low in¬ 
terest policy leads to fruitful results. If the general demand for 
capital is inelastic , no downward change in the interest rate 
will stimulate the inducement to invest. If we make the favor¬ 
able assumption that the demand for capital is interest- 
elastic, r> a decrease in the marginal efficiency of capital can 
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INVESTMENT 

Fig. 8. The Low Interest Rate and the 
Elastic Demand for Capital 

be offset by the lowering of the interest rate to maintain the 
desired level of employment. Such a situation is illustrated 
in Figure 8. 

A fall in the general demand for capital (i.e., a temporary 
collapse of the marginal efficiency of capital) from D, to 
D 2 leads to a decrease in the volume of investment, i.e., from 
Qi to Qs> given the r x rate of interest. Suppose that OQ t is 
the volume of investment which is compatible with full em¬ 
ployment. In order to maintain this full-employment in¬ 
vestment in the face of the collapse of the marginal efficiency 

« The demand curve would be horizontal straight if investment opportuni¬ 
ties were unlimited, as classical economists supposed them to be. 
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of capital we must lower the interest rate from r, to r 2 , which 
is equal to the lower marginal efficiency of capital at E 3 . 
Otherwise the volume of investment would fall to OQ 2 , and 
the level of employment with it. Thus the volume of invest¬ 
ment compatible with full employment can be maintained 
even if the marginal efficiency of capital falls, provided that 
the interest rate is lowered as much as the marginal efficiency 
of capital and the demand for capital is interest-elastic. 



7 




IT WAS shown earlier that high interest rates are helpful in 
combating inflation even though there may be somewhat off¬ 
setting forces in operation. In this chapter we shall consider 
whether a cheap-money policy is an effective or desirable 
means for promoting full employment. The usefulness of 
purely monetary policy for economic stabilization depends 
partly on the answer to this question. 



Rationale of the Low Interest Rate 


There are a number of reasons why the low interest rate 
may be regarded as a desideratum from the standpoint of 
achieving and maintaining full employment. 

1- The low and stable interest rate has a healthtf effec t on 
t he capital market and therefore on investment. An intimate 
relation exists between financial investment (e.g., old se¬ 
curities traded on the stock exchange) and real investment 
(i.e., production of new capital assets) in the business world. 
The interest rate is the mechanism whereby this relationship 
is established in the capital market. The low and stable in- 
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terest rate has a stabilizing effect on the capital market, since 
it minimizes or eliminates possible capital losses due to a 
rise in the interest rate, or—what amounts to the same thing 
—falling security prices. This may be illustrated by a simple 
example. Suppose one bought a bond for $1,000 bearing 4 
per cent interest to earn an annual income of $40 (annual 
income = interest rate X capital value). Now suppose that 
the interest rate for this type of bond rises to 5 per cent. At 
5 per cent interest, one can get an annual income of $40 
by investing $800, that is, by paying the price of $800 for 
a bond bearing 5 per cent interest (capitalized value = an¬ 
nual income/interest rate). Therefore a capital loss of $200 
is involved in the rise of the interest rate from 4 per cent to 
5 per cent. Such capital losses not only demoralize the capital 
market but also discourage real investment. 

The demoralization of the capital market due to rising 
interest disturbs real investment via its effect on the new in¬ 
vestment market and the marginal efficiency of capital. If 
prices of old securities traded on the stock exchange are fall¬ 
ing because of rising interest, new ones cannot be floated in 
the new investment market except at falling prices also, thus 
inducing prospective investors to postpone security purchases 
to avoid capital losses. Hence there will be less “venture cap¬ 
ital” available to new enterprise and investment. Moreover, 
if the community prefers liquidity to securities for fear of 
capital losses, the interest rate will rise still further and se¬ 
curity prices will fall likewise, to demoralize the capital mar¬ 
ket even more. If the quotations for existing securities are 
low owing to rising interest rates, the prospective returns on 
new real investment (the marginal efficiency of capital) will 
be low relative to the interest rate and the inducement to 
new investment all the smaller. For in this case it is clearly 
less profitable to build new capital assets than to buy claims 
to existing assets. Thus, the low and stable interest rate, if 
it is maintained, would make the marginal efficiency of capital 
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seem not too low relative to the interest rate, and so stimulate 
new investment. 

2. The low interest r ate is conducive to long-term capi tal 
formation . AlthouglTthe low interest rate is generally re- 
gardeTas an insignificant factor in investment decisions on 
the ground that interest is a minor element of cost for most 
businesses, 1 it is an important consideration for some forms 
of investment. Construction and public utilities fall under this 
category. Because of the great durability of the capital assets 
involved, construction and public utilities are especially sensi¬ 
tive to changes in capital costs. When it is realized that these 
industries play a substantial role in the formation of capital 
in all advanced economies, it is not difficult to see why low 
long-term rates are a significant factor in economic stability. 
The lowering of mortgage interest rates, together with other 
favorable conditions, would doubtless promote stability in 
the private-construction industry. Similarly, total gross in¬ 
vestment would be increased considerably if public utilities 
and other similar industries could obtain loan-capital at 
lower long-term rates. Moreover, in so far as a considerable 
portion of the total sales of durable goods is effected on credit 
(e.g., household equipment and automobiles in the United 
States), low interest rates, coupled with other liberal terms 
of lending, would no doubt help minimize the usual volatility 
that is associated with durable-goods industries and at the 
same time sustain high consumption expenditure. 

3. The low interest rate facilitates loan-financed pub lic 
i nvestment. P erhaps the most important single reason that 
the interest rate should be kept low and stable is the increas¬ 
ing importance of loan-financed public investment. This fol¬ 
lows from the fact that private investment in a free-market 
economy is inherently unstable. If public investment must 

1 C/., e.g., J. R. Ebersole, “The Influence of Interest Rates upon Entre¬ 
preneurial Decisions in Business, 1 " Harvard Business Review, XVII, 1938; also 
F. A. Lutz, 1 he Interest Rate and Investment in a Dynamic Economy,” 
American Economic Review, December, 1945. 
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be increased to supplement cyclically or chronically de¬ 
ficient private investment in order to sustain full employment, 
there is a strong presumption in favor of a low and stable 
interest structure to facilitate such public investment. For the 
low interest rate lends itself to large-scale deficit financing and 
so minimizes the interest on the public debt. The low interest 
rate means a rise in the price of government securities, which 
in turn expedites the flotation of new issues. 2 The rise in the 
government securities market increases public confidence in 
the general securities market and therefore in future activity. 
Thus, in an economy subject to unstable private investment 
loan-financed public investment is considered by some as the 
raison d'etre of the low interest rate 3 and a zero rate of interest 
considered by others as desirable and necessary. 

The low interest rate is instrumental in minimizing t he 
secula r tendency of savings to outrun investment in advan ced 
capitalistic economies. Income-elasticity of saving in those 
economies is such that even at a zero rate of interest people 
tend to save. 4 If there is no longer any justification for a 
high interest rate on the grounds of saving, ’ it follows that the 
interest rate should be kept as low as practically possible to 
stimulate investment to offset large savings out of high in¬ 
come , which take place anyway in wealthy economies. Avail¬ 
able evidence suggests that there is no significant correla¬ 
tion between the interest rate and savings, as far as wealthy 
capitalistic economies are concerned. It is therefore increas¬ 
ingly felt that people should not be paid a reward in the 
shape of interest for saving more than the economy can in¬ 
vest, and that “a reduction in the rate of interest towards 


2 A stable government bond market also protects the rentier class against 
capital losses, and thus contributes to high marginal efficiencies of many 

tyP »See* Lord" Beveridge, Full Employment in a Free Society (London, 

G <°C/ e jAIr S Rntes ? and Federal Reserve Policy (Bankers 

Trust Co., New York, 1946), pp. 4-5. 

5 Keynes, General Theory, p. 375. 
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[the] vanishing point” to stimulate new enterprise and in¬ 
vestment is a sensible, though immediately impracticable, 

proposal.® 

^5. The low interest rate is more expedient than wa ge re- 
d uction for solving the problem of mass unenm Umrient . The 
manipulation of the interest rate is more feasible than the 
deflation of money wages, since trade unionism is here to 
stay. More important, a decrease in aggregate demand due 
to wage reduction is obviously self-defeating. Thus flexible 
interest policy is considered preferable to flexible wage policy, 
at any rate in the short run. Keynes gave the benefit of the 
doubt to the idea that the interest rate my be reduced by 
wage reduction, but was quick to add that the release of cash 
due to a reduction in the total wage bill might well be offset 
by a rise in peoples liquidity-preference due to the popular 
unrest accompanying the wage reduction. 7 In such a case 
the low interest made possible by the release of cash cannot 
be maintained. It is now generally agreed that low interest 
rates can and should be achieved by methods other than wage 
reduction, such as low rediscount rates, open-market pur¬ 
chases, low reserve requirements, low taxes, public-debt 
monetization, and similar monetary-fiscal measures to in¬ 
crease general liquidity and to reduce “liquidity premiums.” 

Some Deterrents to Low-Interest Policy 

Desirable as the low interest rate may be from the stand¬ 
point of full employment, there are a host of institutional and 
psychological deterrents to a cheap-money policy. These 
difficulties are reflected in various arguments against low 
interest rates. 8 We shall consider some of these arguments in 
the following order. 


« Keynes, “National Self-Sufficiency," Yale Review , May, 1933; also R. F. 
l kq Toward * a D y™™ic Economics (Macmillan, London, 1948), pp. 


7 Keynes, General Theory , pp. 263-264. 
* Cf. H. R. Bowen, op. cit. 
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s/ 1. Low-interest policy is criticized at times on the ground 
that low interest rates, together with high taxes, discourage 
a man from building up a fortune to pass along to his heirs 
and therefore reduce an incentive to business development 
and leadership. It is counterargued that the development of 
an idle rentier class, which high interest rates promote, is 
not needed for an efficient business leadership. Keynes, for 
example, considered it desirable and inevitable that “the 
functionless investor” now receiving a “bonus” in the form 
of interest for “no genuine sacrifice” should gradually disap¬ 
pear to make room for genuine risk takers. 9 At any rate, the 
resistance of the rentier class to a cheap-money policy in 
general and to low long-term rates in particular is an institu¬ 
tional factor that cannot be overlooked. 

(^^2. Low interest rates are said to discourage thrift and to 
increase economic insecurity for the aged and dependents. 
It has been argued, on the other hand, that high interest rates 
may have the effect of reducing thrift, since high-interest 
income renders saving less necessary. As for economic in¬ 
security, one answer is that progressive income taxes and 
extensive social-security programs rather than high interest 
rates should provide security. This is tantamount to reducing 
peoples liquidity-preference to satisfy the precautionary 
motive, and therefore the interest rate which must otherwise 
be paid to overcome such a preference for liquidity. A further 
counterargument is that security should be provided by 
principal rather than by interest income. It is doubtful that 
people who save for “the rainy day” are very much influenced 
by changes in the interest rate. Nevertheless, the thrift-secur¬ 
ity argument will more often than not stand in the way of a 
cheap-money policy. 

y 3. Low interest rates are further criticized on the ground 
that they reduce the income of banks and educational and 
charitable institutions. As far as the latter two are concerned, 

9 General Theory, p. 376. 
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their tax advantages are likely to offset their reduced interest 
income. If interest income is inadequate, some would have 
these institutions supported out of taxes. But reduction of 

the income of banks is more serious. 

It is feared that a reduction in interest income would force 
commercial banks to increase service charges to such an 
extent as to “price themselves out of the market.” Whereupon 
the government would subsidize the private banking system 
and eventually take it over. Apart from such an eventuality, 
the loss of interest income creates a grave problem for com¬ 
mercial banks, in spite of the growing importance of interest- 
yielding government securities in their investment portfolios. 
If the government is committed to a policy of maintaining a 
low and stable long-term rate of interest, commercial banks 
will probably have to seek additional sources of interest in¬ 
come even in less reliable, and often risky, loans and invest¬ 
ments. Yet commercial banks cannot very well depend on 
increased investments in low-grade private bonds, let alone 
equities, for the simple reason that such investments would 
subject them to the danger of serious losses due to changing 
market values. The downward trend of interest on bank loans 
along with the average yield on long-term government bonds 
(2.63 per cent average for 1929^47) 10 suggests that the net 
returns on loans will not bear as favorable a relation to the 
net returns on investments as in the past. To the extent, how¬ 
ever, that a cheap-money policy, together with other meas¬ 
ures, promotes full employment, commercial banks will be 
able to increase their earnings by expanding loans and in¬ 
vestments as well as by increasing service charges. 
v/4. A cheap-money policy is considered fundamentally ob¬ 
jectionable on the ground that it may undermine the accepted 
“concept of a return to ownership” and strip the capitalistic 
system of “a basic element of its most characteristic institu- 

See the Resident’s Economic Report , January, 1948, p. 130. Interest 

on bank loans for the n^rinH 109.Q_47 nUftTfirtorl Q l*r —. - * __ a. 
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tions.” 11 Keynes and others, on the other hand, consider a 
falling rate of interest irresistible in such wealthy capitalistic 
economies as the American, not only because the drive for 
continuous full employment is bound to call forth at least 
partial “interest-free financing,” but because large savings 
out of full-employment income will be forthcoming even at 
a zero rate of interest. 12 Moreover, they regard a falling rate 
of interest, and “the euthanasia of the rentier * with it, as a 
prerequisite to a system of “private enterprise” which is com¬ 
patible with “that degree of material wellbeing to which our 
technical advancement entitles us.” 13 Apart from these argu¬ 
ments for and against a falling rate of interest, the actual 
opposition of those who favor the perpetuation of “a return 
to ownership”—even at the expense of a reward for genuine 
risk and enterprise—looms large in the background. 

Thus a cheap-money policy may be acceptable in principle, 
but not necessarily in fact. These institutional and psycho¬ 
logical obstacles to a falling rate of interest are the practical 
reasons for not relying upon the manipulation of interest rates 
for full employment, and also for the increasing emphasis 
placed on fiscal policy as the main instrument of full-em¬ 
ployment policy. 

Cf. H. C. Wallich, “The Changing Significance of the Interest Rate,” 
American Economic Review, December, 1946. 

12 Keynes, General Theory, p. 376, and “National Self-Sufficiency”; also 

R. F. Harrod, op. cit. 

13 Keynes, “National Self-Sufficiency.” 
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Non—Keynesian Theories of 
Saving and Investment 


THE MODERN theory of employment as well as of economic 
fluctuations runs in terms of an analysis of the savings-invest- 
ment process. Consumption and investment are the two most 
important strategic variables in the determination of ag¬ 
gregate income and employment. An appraisal of non-Keynes¬ 
ian theories of savings and investment will serve as a back¬ 
ground against which the Keynesian theory of the savings- 
investment plan may be better understood. For this reason 
it is useful to examine the classical savings-investment theory 
and the underconsumption theory and to indicate wherein 
these theories differ significantly from the modem theory of 
saving and investment. 

Classical Savings-investment Theory 

With classical economists, 1 the savings-investment analysis 
is an analytical device to explain the determination of the 
interest rate, not that of the levels of output and employ- 

* f ot interesting discussions of the classical position, see A. P. Lemer, 

r Theory* in The New Economics, ana “Alternative Formulations 
of the Theory of Interest” ibid.; also L. R. Klein, op. cit., pp. 79-90. 
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ment. Just as the price is determined by the demand and sup¬ 
ply of a commodity, so is the interest rate determined by the 
demand and supply of savings. It follows from this that any 
change in the going rate of interest creates a disparity be¬ 
tween savings and investment, just as a deviation from the 
equilibrium market price means that demand and supply are 
not in balance. What is unique about this classical view of 
savings and investment is that the interest rate serves as the 
mechanism whereby savings are brought into equilibrium 
with investment regardless of the level of income. 

A variant of the classical view of the savings-investment 
equilibrium is based on Say’s law. Translated into modem 
terms. Say’s market law that supply creates its own demand 
means that savings are automatically the same as investment 
without the benefit of any mechanism to bring savings into 
equilibrium with investment. This version assumes that in¬ 
vestment opportunities are unlimited at the going rate of 
interest (an infinitely interest-elastic investment function) 

' J _ 

and that savings are highly responsive to changes in the 
interest rate (a relatively interest-elastic savings function). 
Thus whatever the interest rate may be, there is a corres¬ 
ponding horizontal straight investment curve to intersect 
the nonhorizontal savings curve at some point. Savings are, 
in this view, an increasing function of the interest rate, 
and automaticallv flow into a proportional amount of in¬ 
vestment. What is implied here is that there can be no such 
thing as oversaving or underinvestment; the theory simply 
does not admit of the possibility of an excess of savings over 

investment. 

If, on the other hand, savings are a function of income, the 
savings function may not be elastic with respect to interest. 
Similarly, if investment opportunities are found to be def¬ 
initely limited at the going rate of interest, the investment 
function may be quite interest-inelastic. Once it is recog¬ 
nized that savings and investment are functionally related 
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to the level of income rather than to the interest rate, it is 
not difficult to see why there should be the theoretical pos¬ 
sibility of an excess of savings over investment. For it is pos¬ 
sible that savings and investment may change with the level 
of income in such a way that the savings and investment 
curves will not intersect each other. Such a possibility is 
strong in a wealthy capitalistic economy that tends to save 
more than it can invest, so that the interest rate, however 


low, fails to bring savings into equilibrium with investment. 
Thus, when the unrealistic assumptions of perfectly interest- 
elastic investment and relatively interest-elastic savings (in 
the schedule sense) are dropped, there is no automatic sav- 
ings-investment equilibrium regardless of the level of income. 

In the first version of the classical savings-investment analy¬ 
sis the choice of interest as an equilibrating mechanism seems 
to be the main difficulty. This difficulty is the direct result of 
the classical habit of assuming income to be a constant. When 


this assumption is dropped, the savings-investment equi¬ 
librium is found to depend on a change in the level of income. 


Income rather than interest is now considered to be the 


proper equilibrating mechanism. In the second version the 
failure to recognize the semiautonomous nature of the de¬ 
mand for capital (i.e., an investment function related partly 
to interest and income but largely to noneconomic variables) 
is held responsible for the unrealistic assumption of unlimited 
investment opportunities. This assumption has led to the 
denial of the possibility of underinvestment, as well as to the 
conclusion that overconsumption (or its inverse, undersav¬ 
ing) is the principal cause of depression. This last statement 
concerning undersaving leads us to a consideration of a 
sophisticated neoclassical variant of the savings-investment 
theory associated with K. Wicksell, L. Mises, F. Hayek, L. 
Robbins, and others. A consideration of this variant is im¬ 
portant because it throws much light on the rather naive yet 
popular notion that depression is caused by unbalanced 
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budgets, insufficient savings, inadequate “venture capital”— 
in short, by spendthrifts who disregard the classical virtue of 
saving. 

The starting point of this “undersaving” theory is a theory 
of the relation between “the natural rate” and “the market rate” 
of interest. The natural rate is the equilibrium rate of interest 
which equates savings and investment to give a stable price 
level, while the market rate is taken to mean the going rate 
of interest determined by the conditions of money markets. 
The concept of “the natural rate” is more difficult to define, 
since it differs from writer to writer. As a first approximation 
the natural rate of interest might be thought of in terms of 
the rate of profit determined by the productivity of capital. 
As such, the natural rate of interest is somewhat related to 
Keynes’ concept of “the marginal efficiency of capital,” par¬ 
ticularly in the form in which G. Myrdal and other Swedish 
writers developed and adopted the concept. As the adjective 
“natural” suggests, the market rate, it is argued, should not 
deviate from the “natural” rate, if the general price level is 
to remain stable—or, what is the same, if savings and invest¬ 
ment are to be balanced. Otherwise an unnatural state of 
affairs would develop in which general prices would be ab- 
normallv high or low. Let us pursue the argument further 
to see where it will lead us. 

When the market rate falls below the natural rate, it be¬ 
comes profitable to expand production, since the cost of bor¬ 
rowing is lower than the rate of return on capital, and pros¬ 
perity will continue indefinitely. This implies that if the pros¬ 
perity ever came to an end, it would be because of a mistaken 
banking policy of letting the market rate rise and because of 
people’s failure to keep on saving at the expense of consump¬ 
tion. This is where the notion of “undersaving as the chief 
instigator of depression comes in. In other words, it is implied 
that prosperity is assured only if people will sacrifice present 
consumption in order to make more “venture capital” avail- 
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able to producers through the banking system or through 
capital markets. Spendthrift consumers, not ever-willing in¬ 
vestors, are therefore blamed for depression, for it is taken 
for granted that investment opportunities are inexhaustible 
at the low market rate of interest. This of course is the op¬ 
posite of the Keynesian theory of savings and investment, as 
shown in later discussions. It apparently never occurs to 
“undersaving” theorists to ask whether the natural rate may 
be so low in fact that no practical low market rate will be 
low enough to stimulate investment. Suppose, for example, 
that the natural rate under existing technological conditions 
is 3 per cent. In order for new investment to be worth while 
the market rate of interest should be much lower than 3 
per cent. But suppose that the existing psychological-institu¬ 
tional complex is such as to bring about an irreducible mini¬ 
mum market rate of 2% per cent. Is there much scope for 
expanding new investment in these circumstances? The an¬ 
swer is probably no. 

Unless, therefore, the forces that determine “the natural 
rate” are made clear instead of being merely assumed, the 
explanation of monetary disequilibrium in terms of a dis¬ 
crepancy between the natural rate and the market rate is 
unrealistic. For no matter how much people are willing to 
save for the sake of capital formation, thus tending to lower 
the market rate, the natural rate may not be high enough for 
investors to make use of these savings even at a low market 
rate. It is to Keynes* credit, in this respect, that he showed 
what forces were behind his concept of “the marginal effi¬ 
ciency of capital.” Once those forces influencing the antici¬ 
pated returns over cost on new investment have been made 
clear, it will not be difficult to see the possibilities and limita¬ 
tions of raising “the natural rate” above the market rate to 
stimulate investment or of lowering the market rate below 
the natural rate for the same purpose, as can be seen later. 
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The Underconsumption Theory 

The underconsumption or oversaving theory is the link 
between the classical and Keynesian theories of savings and 
investment. The most articulate and most consistent under¬ 
consumption theory is associated with the name of J. A. 
Hobson. 2 Like Malthus, Sismondi, and Marx before him, Hob¬ 
son traced a tendency to oversave to the unequal distribu¬ 
tion of wealth and income inherent in capitalist society. He 
reasoned that “an undue exercise of the habit of saving” leads 
to “an accumulation of capital” in excess of what is required 
to maintain the level of consumption, which is necessarily 
kept down by the maldistribution of income. With him the 
sequence is the unequal distribution of wealth and income, 
excessive savings, overinvestment, general overproduction, 
and mass unemployment. 

Hobson’s contribution to the modern theory of savings and 
investment consists in (a) the notion that the prosperity of 
a nation lies in spending, (b) the explicit statement of the 
fact that capital formation owes its origin and existence not 
so much to saving as to the actual or expected demand for 
consumption, and (c) the suggestion that income redistribu¬ 
tion is fundamental to any serious program of stabilization. 
There is much in all this that is penetrating, but it is stra¬ 
tegically incomplete. It is useful to indicate the major flaws 
involved in Hobson’s underconsumption theory. 

The crucial flaw in Hobson’s theory lies in the tacit assump¬ 
tion that what is saved is actually invested, that is, in a 
tendency to identify “oversaving” and “overinvestment. Hob¬ 
son apparently supposed, as did classical economists of whom 
he was critical, that the interest rate always equilibrates SaV- 

sCY. J. A. Hobson, Economics of Unemployment (London, George Allen & 
Unwin Ltd., 1923). For sympathetic discussions of Hobson see Keynes, General 
Theory , pp. 366-370; also L. R. Klein, op. cit. y pp. 135-138. For a recent 
variant of the underconsumption theory see H. G. Hayes, Spending, Saving , 
and Kmplvymcnt (Knopf, New York, 1947). 
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ings and investment so that saving and investing appeared to 
him to be one and the same process. What worried Hobson 
was not excessive savings per se but excessive investment, 
that is, a glut of capital goods which may lead to general 
overproduction. A glut in the capital-goods market is sup¬ 
posed to spread to the consumption-goods market by creat¬ 
ing unemployment not only in the capital-goods industries 
but also in the consumption-goods industries. This is certainly 
plausible. What is not so plausible is the assumption that 
excessive savings automatically pass into investment. For it 
is much more likely in modem conditions that excessive sav¬ 
ings out of full-employment income will not be so easily off¬ 
set bv investment. There is, for this reason, a growing feeling 
that the real problem of modem capitalism is hoiv to make 
excessive savings pass into investment. This problem, how¬ 
ever, will be mitigated to the extent that measures are taken 
to prevent excessive savings. This seems to be Hobson s point, 
for it follows that reform measures to redistribute wealth 
and income toward equality are quite explicit in his stress 
upon underconsumption. 

It is interesting to observe that those, including Hobson, 
who emphasize oversavings do not take for granted the exist¬ 
ing system of income distribution but would rather change it 
in such a way as to increase consumption and at the same 
time promote ‘"distributive justice.” Therefore, apart from the 
formal error of mistaking oversavings for overinvestment, 
the underconsumptionist emphasis on the need for a more 
equitable distribution of wealth and income makes a powerful 
appeal to all those who espouse the "egalitarian” principle of 
one sort or another. There are, on the other hand, those like 
Keynes who sympathize with the underconsumptionist quest 
for a greater equality in the distribution of wealth and income 
but who nevertheless take the existing property relations as 
given in the short run and concentrate on the effort to promote 
investment. This latter group seems disposed to think that it 
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is more realistic for purposes of countercyclical stabilization 
to relate oversaving to “the motives to production,” as Mal- 
thus did, or “the inducement to invest,” as Keynes put it, 
than to relate it to the need for income redistribution. In 
other words, while income redistribution has an intrinsic 
value regardless of the problem of economic stabilization, 
the short-run emphasis must, it is felt, be placed primarily 
upon the adverse implications of underconsumption or over¬ 
saving for the expected rate of a return on new investment. 
For this reason it is considered unrealistic to expect exces¬ 
sive savings to materialize in proportional investment and 
then to worry about the consequences of “overproduction,” 
whereas the first and foremost concern of a wealthy capital¬ 
istic economy is to find profitable investment opportunities 
to offset what it is capable of saving within the framework of 
its established habits and institutions. 

Keynes, however, considered the underconsumption's’ 
preoccupation justified if and when investment is left “un¬ 
planned and uncontrolled,” since in conditions of laissez faire 
with respect to investment there is no way of increasing 
employment except by increasing consumption. 3 That is to 
say, if investment opportunities for private investment are 
inadequate, the rate of investment must, in Keynes’ view, 
be “socially controlled” or else effort must be concentrated 
on increasing consumption expenditure. In view of the prac¬ 
tical difficulty of controlling private investment Keynes con¬ 
sidered it “wisest” in longer periods to support simultane¬ 
ously all kinds of measures for increasing both consumption 
and investment. 4 But he differed from the underconsumption- 
ists in thinking that it is not only necessary but possible to 
regulate the investment side of aggregate demand in such a 
way as to achieve the desired level of employment. Further¬ 
more, Keynes argued that there is much social advantage in 

3 General Theory, p. 325. 

4 Keynes, op. cit. 
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increasing investment, since the community can thereby raise 
the standard of living without reducing physical productivity. 
This he considered to be the practical answer to the under¬ 
consumption theory. This argument may be accepted as 
cogently applicable to those undeveloped countries where 
the standard of living is kept down by the sheer lack of capital 
for effective industrialization, but it is debatable whether the 


argument can be applied with equal force to advanced econ¬ 
omies. For in the latter the standard of living could be raised 
by a combination of a somewhat slower rate of capital forma¬ 
tion and a much faster rate of consumption. But all this is 
a long-run consideration. In the short run the Keynesian em¬ 
phasis on investment may be considered plausible for the 
following reasons. 

1. The demand for investment goods (i.e., capital equip¬ 
ment as well as inventories) is typically elastic with respect 
to price, and therefore volatile fluctuations occur first and 
above all in the activity of capital-goods industries. More¬ 
over, private investment decisions are subject to all kinds of 
unpredictable influences, economic and noneconomic. Hence 
the stabilization of investment comes first of all if aggregate 
demand is to be kept stable. 

2. At less than full employment, expenditure on capital 
goods immediately leads to expanded expenditure on con¬ 
sumer goods by workers in capital-goods industries as well 
as by those in consumer-goods industries; whereas the initial 


expenditure on consumption does not immediately stimulate 
activity in the capital-goods industries, since no new equip¬ 
ment has to be produced until all the unemployed equipment 
has been put to use. Hence a recovery program calls forth, 
first and above all, expansion of capital outlays. 



9 


Aggregate Demand and National 

Income 



THE KEYNESIAN savings-investment theory, alternatively 
called the theory of effective demand, is the heart of modern 
monetary analysis. Here we see a complete break with the 
classical tradition. Traditional preoccupation with individual 
prices and quantities on the tacit assumption of stability of 
aggregate demand has given way to a new theory of output 
and employment as a whole based on the more realistic as¬ 
sumptions of unstable aggregate demand and underemploy¬ 
ment savings-investment equilibrium. Investment is no longer 
seen to be unlimited at low rates of interest, but is seen to 
depend on the level of income, the marginal efficiency of 
capital, the propensity to consume, and other factors largely 
outside the price system. Keynes formulated a simple but 
powerful analytical tool, namely, the income-expenditure 
analysis expressed in the fundamental equation Y = C + I 
(the economics counterpart of Einsteins equation E = me 2 
that has led to the development of atomic science). The next 
few chapters will be devoted to the explanation and qualifica¬ 
tions of the variables of this equation. The subsequent analy¬ 
sis will show why Y has been chosen as the central variable. 

140 
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Aggregate Demand, and Employment 

In contrast to classical emphasis on the supply side, Keynes 
placed major emphasis on the demand side. He traced fluctu¬ 
ations in the levels of output and employment ultimately to 
changes in demand. The theory of effective demand is an 
attempt to explain the relevant factors which cause changes 
in the aggregate demand for the products of the whole econ¬ 
omy and the effects of such changes on the levels of aggregate 
output and employment. More specifically, the theory is con¬ 
cerned with analysis of how and why it is that aggregate de¬ 
mand is periodically and often chronically deficient and un¬ 
stable in the capitalist economy; it is also interested in in¬ 
dicating alternative means of stabilizing unstable aggregate 
demand. 

Aggregate demand in the statistical sense is made up of 
(a) private consumption expenditure, (b) private invest¬ 
ment outlays, (c) public investment outlays, and (d) foreign 
expenditures on domestic goods and services over and above 
domestic expenditures on foreign goods and services. As 
such, aggregate demand is a flow of monetary expenditures 
on final output in a given period. The following table il¬ 
lustrates the composition of aggregate demand in the sta¬ 
tistical sense. 

Table I tells us an interesting story. In the bottom depres¬ 
sion year 1933, consumer outlays amounted to about 82 per 
cent of aggregate spending, and investment outlays 18 per 
cent. What is most striking is the fact that private invest¬ 
ment was far smaller than public investment, indicating that 
capital went on strike.” Yet public investment was none too 
large a reflection of the then prevailing attitude toward 
public finance. 1 The small net foreign expenditure clearly 

1 In an open letter in the New York Times (December 31, 1933) Keynes 
appea ed to President Roosevelt for a bold program of compensatory spend- 
mg, but m vain. When Keynes visited President Roosevelt in 1934, he found, 
much to his disappointment, that the President was still unimpressed with 
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Table I. Composition of Aggregate Demand in 

the United States 

(In billions of dollars) 


Year 

Aggregate 

Demand 

Consump¬ 

tion 

I 

Private 

nvestmenl 

Public 

t 

Foreign 

1933 

55.8 

46.3 

1.3 

8.0 

.2 

1939 

90.5 

67.5 

9.0 

13.1 

.9 

1944 

210.6 

110.4 

5.7 

96.6 

-2.1 

1948 

231.8 

164.5 

30.5 

28.0 

8.8 


Source: The President’s Economic Report, January, 1948, p. 109. The years 
are arbitrarily selected from the series in order to sharpen the issue. 
Detail will not necessarily add to totals because of rounding. 

indicates the world-wide scope of the Great Depression. A 
total expenditure of $55.8 billion was the lowest between 1929 
and 1947, and was reflected in an all-time high record of un¬ 
employment numbering some 15 million, or about 28 per cent 
of the total labor force in 1933. 2 By 1939, the beginning of 
World War II, aggregate demand had improved, reflecting 
in part increased consumption and in part increased invest¬ 
ment. Unemployment was reduced to less than 10 million. 
By that time “compensatory spending” (i.e., public invest¬ 
ment outlays to supplement deficient private investment) had 
become an integral part of American public finance, thus 
making fiscal policy a definite countercyclical weapon. The 
increased public outlays, however, were not due entirely to 
this change of attitude; they partly reflected the beginning 
of defense financing against the background of the European 
war. 

the merits of large-scale public investment. Miss Frances Perkins, then the 
Secretary of Labor, informs us that the President might have been persuaded 
to adopt bold deficit spending for recovery had Keynes explained the multi¬ 
plier principle” to him in nontechnical language. (See her The Roosevelt I 
Knew , Viking Press, New York, 1946, pp. 225-226.) 

2 The labor force in America is estimated to be increasing at an annual 
average rate of 500,000. It is necessary to allow for a change in the labor 
force in order to compare meaningfully the levels of unemployment in widely 
separated periods. 
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Radical changes in the composition of aggregate demand 
during the war year 1944 are indicative of the enormous pos¬ 
sibilities of “autonomous” investment (i.e., capital outlays 
independent of the level of income). Private investment was 
drastically reduced, thus indicating that government pur¬ 
chases of war goods dominated the investment scene. Public 
investment reached a record high of $96.6 billion, or about 
87 per cent of the total investment. Despite price control 
and rationing, consumer outlays also increased, owing largely 
to payroll increases. Net foreign demand, however, was nega¬ 
tive in the sense that foreign purchases of American goods and 
services were less than American purchases from abroad, the 
main reason being that Germany, Italy, Japan, and their over¬ 
run countries completely stopped trading with the United 
States and its allies during the war. As might be expected, 
unemployment was reduced to a monthly average of 2,142,- 
000, or about 3 per cent of the total labor force—“full em¬ 
ployment” in the technical sense (from 2 to 3 million are 

usually excluded as “frictionally” unemployed at any mo¬ 
ment). 7 


In the postwar “boom” year 1947, public investment was 
cut down with the reduced defense expenditure, and private 
investment once again dominated the investment front. Net 
foreign expenditure increased phenomenally, thus indicating 
the acute postwar needs of the war-devastated countries as 
weU as'the gradually improved foreign trade relations be¬ 
tween the United States and the rest of the world. Consump¬ 
tion expenditure increased absolutely but remained abo^t 
per cent of total demand, that is, about the same propor- 

to wh a f nng T ^"employment, however, was reduced 
wSmO CODSldered t0 bc an Reducible minimum, or 


Some generalizations emerge from the above analysis of 
historical changes m aggregate demand in the United States 
L There is a direct correlation between aggregate demaS 
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and employment (or an inverse correlation between aggre¬ 
gate demand and unemployment). 

2. The proportion of consumption expenditure to the total 
flow of expenditures remains rather stable irrespective of 
changes in the absolute amount of consumer outlays. 

3. The absolute volume of private investment fluctuates 
drastically, increasing sharply during prosperity and decreas¬ 
ing likewise during depression. 


4. Autonomous public investment, regardless of motive, is 
capable of increasing total expenditure significantly by sup¬ 
plementing inadequate private investment and private con¬ 
sumption. 


5. The greater the amount of net foreign expenditure, the 
smaller the burden on domestic investment, private and pub¬ 
lic, to fill the gap between total expenditure and domestic 
consumption expenditure. 

There is still another sense in which the concept of ag¬ 
gregate demand has a significant bearing upon employment 
analysis, namely, in the schedule sense. Aggregate demand in 
this sense is a schedule of what the economy as a whole is 
disposed to spend on the total output at its various hypo¬ 
thetical levels. Obviously this concept of aggregate demand 
is a tool of equilibrium analysis, for aggregate demand, as 
such, determines the equilibrium level of income, given an 
aggregate supply schedule (a schedule of what the economy 
must receive to cover the cost of production at various levels 
of output). It was in this sense that aggregate demand was 
seen earlier as producing an inflationary gap. The following 
diagram illustrates how a change in aggregate demand may 
produce an overemployment or an underemployment level 
of income. 


The vertical axis measures aggregate demand made up 
of consumption expenditure and investment outlays, while 
the horizontal axis measures national income (or output). 
The 45° line represents the supply schedule, and is identical 
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with income. Schedule C + I intersects the 45° line at E 0 
to give full-employment income Y 0 , indicating that aggregate 
demand and aggregate supply are in equilibrium; what the 
economy wishes to spend is identical with the value of avail¬ 
able output at a given price level. If aggregate demand in¬ 
creases, as shown by schedule C' + F, we get overemploy¬ 
ment income Y x and the inflationary gap measured by the 
vertical distance between E 0 and E x . Schedule C" + I", on 
the other hand, gives us underemployment income Y 2 and 



Fig. 


INCOME 

9. Aggregate Demand and 
Employment 


*e deflationary gap measured by the vertical distance be¬ 
tween E„ and E 2 . Detailed explanations of the shape or posi¬ 
tion of the aggregate demand curve must be postponed, but 
the present model may be adequate to show how useful the 

schedule concept of aggregate demand is for employment 
analysis. J 


Concept of Gross National Product 

We have seen that the total amount of consumer, busi¬ 
ness, government, and foreign expenditures constitutes ag- 
gregate demand in the statistical sense or in the schedule 
sense, depending on whether the expenditures in question 
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are realized or expected. Aggregate demand in the statistical 
sense is nothing but the expenditure side of realized 
gross national product. This identity of aggregate demand 
and gross national product arises from the dual nature of a 
monetary transaction, that is, from the fact that income and 
expenditure are merely two aspects of one and the same 
transaction. An income is to a seller what an expenditure is 
to a buyer; the same dollar which a buyer spends is also an 
income to some seller. Therefore, gross national product may 
be defined as the value of final output produced in a given 
period or as the sum of all the monetary expenditures on 
current final output. If, for example, the value of aggregate 
final output in a given year amounts to $200 billion, it indi¬ 
cates that all the buyers of the economy together spent $200 
billion on its output. This is merely stating the obvious 
statistical truth that the economy receives no more and no 

less than what the buyers spend on its output. 

If we break down the components of gross national product, 
we obtain the equation Y = C + I, where Y represents gross 
national product, C consumption, and I investment. This is 
Keynes’ simplest formulation of the static relations among 
three variables Y, C, and I. Variable I may or may not include 


government and foreign investment. 

The qualification “final” in the above definition means that 
the expenditures (or incomes received in producing) on such 
intermediate products as raw materials used up in the manu¬ 
facturing process are excluded to avoid double counting. The 
term “gross” signifies inclusion of the expenditures involved 
in making good capital consumption, that is, the depreciated 
and obsolete capital equipment. 3 It follows that we must su 
tract the amount spent on replacements to arrive at net na¬ 
tional product. Now, net national product is identical with 

3 Cf Keynes “The Concept of National Income,” Economic tournot 
March, 1940; also S. Kuznets, Notional Income and Capital Formation (N 

York, 1937). 
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national income provided that sales taxes and other business 
taxes are excluded from prices at which output is sold, since 
the value of current output at market prices which exclude 
indirect taxes is equal to the sum of factor costs (e.g., wages, 
interest, dividends, rents, and undistributed profits). The 
concept of national income is useful in measuring the relative 
importance of productive factors if it is in terms of payment 
classification. Expressed as a net flow of goods and services, 
the concept of national income is a measure of the productiv¬ 
ity of the economy, i.e., the dollar value of the net product. 

The concept of net national product is useful in long-run 
analysis, since it measures economic growth, that is, the rate 
at which the stock of capital goods may increase. Since the 
standard of consumption is a function of a change in the 
stock of capital equipment, net national product is significant 
for measuring long-run welfare. 

But gross national product is the most significant concept 
for short-period employment analysis. If our major concern 
is to determine the level of employment in the short period, we 


need to be interested only in the flow of aggregate output. 


regardless of what portion of that output ought to represent 
replacements in the long view. 4 The short period in question 
is an analytical concept (i.e., operational rather than clock¬ 


time) which indicates the possibility of adjusting the rate 
of operation within the limits of fixed plant and equipment. 
This is also Keynes’ concept of the short run. The short period 


‘This is apart from the statistical difficulty of distinguishing the new from 
replacement units of a given capital good. In connection with the concept 
of gross national product, M. Gilbert and G. Jasxi have argued that resources 
could be increased in the short run without adding to the stock of capital 
or making replacements. (See " National Product and Income Statistics as an 
Aid to Economic Problems,” in Readings in the Theory of Income Distribu¬ 
tion [London, George AUen & Unwin Ltd., 1950], p. 48.) This argument 
presupposes the presence of excess capacity or, at full employment of equip¬ 
ment, the possibility of making significant improvements in the physical 
productivity of existing equipment and labor. Wartime experience suggests 
that such a pre-supposition may be realistic. 
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is conceived to be short enough to preclude any significant 
change in the stock of capital goods—a period in which the 
ratio between the output of new capital goods and the exist¬ 
ing stock of capital goods is very small. Such a view of the short 
period is probably realistic, since the structure of durability (of 
capital goods) is nearly constant in the short period. Taking 
this view, we do not need to subtract from gross national prod¬ 
uct any depreciation allowances to determine the rate of capi¬ 
tal consumption or of net capital formation. That is, we can 
neglect that part of total output which must otherwise be de¬ 
ducted as merely making good the depreciated and obsolete 
equipment. Therefore, unless specified to the contrary, we 
shall mean gross national product whenever we use the term 
“national income” or simply “income.” 

Whichever concept of national income may be used for a 
particular purpose, the fact remains that national income 
estimates are the most comprehensive measures of the ag¬ 
gregate economic activity and the aggregate yield of the 
whole economy, and perhaps the most important single guide 
to both short-term and long-range economic planning every¬ 
where. Largely as a result of Keynes’ analytical contributions 
we now have national income analysis which consists in (a) 
analysis of income formation and propagation, (b) analysis 
of the relevant factors affecting tbe behavior of the com¬ 
ponents of national income, and (c) analysis of the effects 
of the change in any particular element of national income 
on general activity and particularly on the level of employ¬ 
ment. It is useful to summarize Keynes’ contributions to the 
national income analysis as follows: 

(1) The variables of the Keynesian income equation Y = 
C + I are all in monetary terms, thereby facilitating dynamic 
income-expenditure analysis as well as public monetary-fiscal 

policy for economic stabilization. 

(2) Those variables are all “measurable,” “observable/ 
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and “operational,” 5 thus facilitating the determination and 
verification of the quantitative relations among such mac¬ 
rounits as income, consumption, savings, and investment. 

(3) The complex and diverse elements of the spending 
stream have been reduced to a manageable number of simple 
yet strategically relevant variables, thus rendering the elim¬ 
ination process “understandable” and “transparent.” 6 

(4) Traditional preoccupation with the allocation of na¬ 
tional product based on analysis of “composition of national 
product” and on the tacit assumption of full employment (i.e., 
constant aggregate output) has been largely superseded by 
new emphasis on the determination of the level of aggregate 
output and employment. 

(5) The focusing of attention on national income or ag¬ 
gregate demand has opened a new vista, among others, for the 
fruitful study of the hitherto neglected problem of income 
distribution, thus linking the problem of inadequate output 
with the problem of inequitable distribution—two funda¬ 
mental evils of our society, to borrow D. H. Robertson’s phrase. 

(6) National income data resulting from research inspired 
by the income-expenditure approach are now an accepted 
basis for public policy with respect to both inflation and de¬ 
flation. The helpful concepts of the inflationary gap, the de¬ 
flationary gap, and the savings gap stem directly from the na¬ 
tional income analysis. Similarly, the all-important concept 


• lI h M adje t tiveS 316 due t0 J* Lintner ’ <,The Theor y Money and Prices.” 

of Ke y nes ' Theories from the Econo- 

dined marMfr K™’ ‘- n T he . New ff onon } tc >- P- 231. Some economists are in¬ 
clined to add to Keynes simple models such variables as relative price changes 

dlivin?’ ™n, l°« k ° f '“Si! 8 accumulated liquid assets? the standard 

?? gr °T ' c tC - These additional variables must indeed be 
taken into account to make the income approach meaningful in a changing 

^ made too ^ , sim P le models should 

Harris t0 ° f , practical use. (See, for example, S. E. 

21-22.') ^ Influence on Public Policy,” in The New Economics, pp. 
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of the consumption function is related to the Keynesian con¬ 
cept of gross national income. 

Much of this summary is ahead of our understanding, but it 
is intended to serve as an introduction to the theories of the 
consumption function, the savings-investment equilibrium, 
and affinitive macroeconomic relations as well as to their pol¬ 
icy implications. 
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The Consumption Function 



IN 1929 the gross national income in the United States was 
$103.8 billion and consumption expenditure $78.8 billion. In 
the depression year 1933, when the income went down to 
$55.8 billion, consumption also decreased to $46.3 billion. 
When in 1934 the income increased to $64.9 billion, con¬ 
sumption increased to $51.9 billion. But note that consump¬ 
tion increased by only $5.6 billion between 1933 and 1934, 
whereas the income during the period increased by $9.1 bil¬ 
lion. Again, when the income increased by $28.1 billion be¬ 
tween 1946 and 1947, consumption increased by only $20.8 
billion. It is easy to see why consumption and income should 
move in the same direction, but why did an increment of in¬ 
come lead to a smaller increment of consumption both dur¬ 
ing the depression year 1933-34 and during the “boom’” year 
1946-47? The answer lies in the nature and characteristics 
of the consumption function in the United States. This 
chapter will be devoted to the explanation of the consump¬ 
tion function as a determinant of national income. 


The Concepts of the Propensities to Consume and to Save 

THE PROPENSITY TO CONSUME 

The propensity to consume, otherwise known as the con¬ 
sumption function, indicates the relation between C and Y 
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in the income equation Y = C + I, that is, C(Y)—a func¬ 
tional relationship between two aggregates, i.e., total con¬ 
sumption and gross national income. The consumption func- 
y tion may be better understood in terms of the income demand 
) for consumer goods. Thus viewed, consumption C represents 
^ the amount of consumer expenditures made at a given level 
,/ of income, whereas the propensity to consume C(Y) is a 
schedule of consumer expenditures at various income levels. 
Figure 10 illustrates the functional relation between con¬ 
sumption and income. 



INCtME 

Fig. It. The Propensity to Consume 


In the diagram, the C axis measures consumption expendi¬ 
tures and the Y axis gross national income. The linear func¬ 
tion of 45° is the unity line that indicates the relation of con¬ 
sumption to income for each income level at which consump¬ 
tion and income are equal—a line along which the horizontal 
co-ordinate is identical with the vertical co-ordinate. The C 
curve represents the consumption function or the propensity 
to consume, which is conceptually similar to an ordinary 
market-demand curve. 1 The C curve moves upward to the 

i This income-demand schedule and an ordinary Marshallian demand 
schedule differ in that the independent variable is income m the one case an 
price in the other, and that there is a direct correlation between income and 
consumption but an inverse correlation between price and consumption. 
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right, indicating that consumption increases as income rises. 
But note that the C curve rises less steeply than the unity 
curve after the intersection (“break-even”) point B, indicat¬ 
ing that the increase in consumption is smaller than the in¬ 
crease in income. At income Y,, consumption and income are 
shown to be equal (OY x ^nOCh). As the income rises to 


Yo, consumption also increases to C 2 , but the amount of con¬ 


sumption expenditures (OC 2 ) is smaller than the income 
(OY 2 ). What happens to the portion of income not con¬ 
sumed? It is saved , as indicated by the vertical distance be¬ 
tween S x and S 2 at income Y 2 . The amount saved is positive 
and increases as income rises after the intersection point, but 
it is negative below the intersection point. Thus the consump¬ 
tion function measures not only the amount spent on con¬ 
sumption but also the amount saved. This is so because the 


propensity to save is merely the propensity not to consume. 
The 45° line may therefore be regarded as a zero-saving 
line, and the shape and position of the C curve indicate the 
division of income between consumption and savings. 

As long as we know that savings are the complement of con¬ 
sumption, we need not have a separate savings schedule. To 
make the relation between consumption and savings clearer, 
however, we might draw such a schedule. Figure 11 is an 
attempt to show in one diagram, for comparison, both the pro¬ 
pensity to consume and the propensity to save. 

In Figure 11 the vertical axis measures both consumption 
and savings and the horizontal axis measures income. The 
curves C and S are consumption and savings schedules re¬ 
spectively. At each level of consumption there is a corre¬ 
sponding level of savings. Thus when consumption is 100 per 
cent at income Y„ savings is zero where the S curve inter¬ 
sects the income axis. At income Y 2 , consumption is OC 
(or s 2 S 2 , since consumption is income minus savings) and 
savings are OS (or sjS 2 , since savings are income minus con¬ 
sumption, that is, SjS 2 s 2 S 2 ). The vertical length s 1 S 1 is 
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necessarily equal to the vertical length s 2 S 2 , since they are 
merely two ways of measuring the same thing. The important 
point to note is that the vertical distance between s, and s 2 , 
representing the amount of savings at income Y 2 , is the same 
as that between S, and S 2 . Thus we can derive a savings func¬ 
tion from a consumption function. In the diagram the C and 
S curves are both straight, but if the C curve were convex, 
the S curve would necessarily have to be concave. We do not 


CONSUMPTION 

a 

SAVINGS 


INCOME. 

Fig. 11. The Propensities to Consume 

and to Save 

have to be bothered with the shape of these curves at this 
juncture, however. The important point is merely that the 
propensity to save is, to repeat, the complement of the 
propensity to consume, and can therefore be subsumed in 
the latter function. 

Given the propensity to consume, national income will be 
divided in some proportion between consumption and sav¬ 
ings. Now the next question is: in what proportion will in¬ 
come be so divided? The answer requires the explanation 
of the characteristics of the propensity to consume, that is, 
the average and marginal propensities to consume. 
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THE AVERAGE PROPENSITY TO CONSUME 


The propensity to consume is the function that relates con¬ 
sumption and income. In terms of our diagram it is the en¬ 
tire C curve with a definite position and slope. By contrast, 
the concept of the average propensity to consume is the 
ratio of consumption to income, or C/Y. If, for example, the 
gross national income is $200 billion and consumption ex¬ 
penditure $160 billion, the average propensity to consume is 
0.8, or 80 per cent. Thus the value of the average pro¬ 
pensity to consume for any income level may be found by 
dividing consumption by income. Expressed as a per cent 
of income, the average propensity to consume in the United 
States in ordinary times is estimated at 88 per cent. 2 This 
means that the public ordinarily spends about 88 per cent of 
total income on consumption and saves the rest, or 12 per 
cent. 

In terms of our diagram this means that the average pro¬ 
pensity to consume is a single point on the C curve which 
indicates the proportion of income consumed or saved. The 
C curve is made up of a series of such points. The average 
propensity to consume (C/Y) may decline as it moves along 
the C curve to the right, as can be shown by a flattening C 
curve measuring the decreasing proportion of consumption to 
income at any point on the curve. 

Experience shows that the average propensity to consume 

under normal circumstances is a fraction less than 1. But 

it is not too important whether a higher or lower proportion 

of income is consumed or saved; what really matters is the 

absolute amount of additional consumption or savings as 

income increases from one level to another. This point will be 

elaborated further in our discussion of the marginal pro¬ 
pensity to consume. r 


& Unwin Ud. H mi"; ^ W tyC '“ 
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THE MARGINAL PROPENSITY TO CONSUME 

The concept of the marginal propensity to consume is 
exceedingly important, since it tells us, to borrow Keynes* 
phrase, how the next increment of income will have to be 
divided between consumption and savings. The marginal 
propensity to consume may be defined as the ratio of the 
change in consumption to the change in income or as the rate 
of change in the average propensity to consume as income 
changes. It can be found by dividing an increase (or de¬ 
crease) in consumption by an increase (or decrease) in in¬ 
come, that is, by the formula dC/dY, where d (delta) indi¬ 
cates the change in consumption or income. If, for example, 
income increases by $10 billion and consumption by $6 bil¬ 
lion, the marginal propensity to consume is 0.6. From the 
marginal propensity to consume we can derive the marginal 
propensity to save, that is, by the formula 1 — dC/dY. If the 
marginal propensity to consume is 0.6, the marginal pro¬ 
pensity to save, according to this formula, must be 0.4. The 
marginal propensity to consume plus the marginal propensity 
to save equal 1 as a matter of course. 

Diagrammatically expressed, the marginal propensity to 
consume is the slope or gradient of the C curve. Figure 12 
illustrates the marginal propensities to consume and to save. 
To ascertain the slope of the C curve we draw a horizontal 
line of unit length through B (the “break-even” point), and 
then measure vertically to the first tangent C. We shall find 
that the ratio of the vertical length AC to the horizontal length 
BA is 0.6. In other words, the marginal propensity to consume 
is merely a mathematical concept depicting the slope of the 
consumption function; but it is a concept which has great 
social significance, as will be shown later. As for the marginal 
propensity to save, we extend the vertical line AC at income 
Y 2 to the second tangent D and then measure the distance 
between C and D, which is necessarily 0.4, since AD is equal 
to BA and CD equal to AD minus AC. It follows that the 
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marginal propensity to consume plus the marginal propensity 
to save equal unity. 

Sometimes the C curve flattens out with rising income to 
show that the marginal propensity to consume declines as in¬ 
come rises. The actual propensity to consume, however, is such 
as to justify a linear function and therefore dC/dY — AC/AY 
(slope at a point = slope over a small range). The marginal 
propensity to consume, calculated from the data on family 
budget studies and on the consumption-income time series in 


CONSUMPTION 


WCOME 

Fig. 12. The Marginal Propensity to 

Consume 



the United States, is considered approximately constant, i.e,, 
between 0.6 and 0.8 in most cases. 3 It is on such data that the 
linear consumption line with slope of less than unity is based. 
The consumption function which moves upward to the ri<*ht 
less steeply than the 45° line is an abstract of the observed fact 
that people are in the habit of spending between 60 per cent 
and 80 per cent of an increment of income on consumption, 
and saving the rest. The actual marginal propensity to con¬ 
sume depends on concrete circumstances, but the essential 
theoretical requirement is that the marginal propensity to 
consume be between zero and unity. Otherwise stable equi- 

* Cf. L. R. Klein, op. ctt., p. 60. 
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librium analysis would be impossible. This point will be clari¬ 
fied in our later discussion of the multiplier principle. 

KEYNES* PSYCHOLOGICAL LAW OF CONSUMPTION 

We are now in a position to understand Keynes* psycho¬ 
logical law of consumption. This law consists of three related 
propositions: namely, (a) that when aggregate income in¬ 
creases , consumption expenditure will also increase but by a 
somewhat smaller amount; (b) that an increment of income 
wiU be divided in some proportion between spending and 
saving; and (c) that an increment of income is unlikely to 
lead cither to less spending or less saving than before. Of the 
three, the first is the most important and epitomic. We may 
paraphrase Keynes* law by saying that consumption depends 
mainly on income and that income recipients always tend 
to fail to spend on consumption all of the increment of in¬ 
come. 

Keynes* law is restricted by three assumptions, namely, 
(a) the constancy of the existing psychological-institutional 
complex, (b) normal conditions precluding wars, revolu¬ 
tions, hyperinflations, and other “extraordinary” circum¬ 
stances, and (c) a wealthy capitalistic economy with a 
minimum of government intervention in private initiative 
and enterprise. 

The first assumption suggests the short run in which the 
psychological-institutional complex remains relatively con¬ 
stant. This assumption makes consumption depend on in¬ 
come alone, since it precludes the possibility that the pro¬ 
pensity to consume itself may change. To say that consumption 
depends on income alone is to say that the psychological- 
institutional complex does not change significantly to alter 
either the position or shape of the consumption function. 
This assumption does not logically admit of the consumption 
function that may shift in response to changes in variables 
other than income (e.g., income distribution, price move* 
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ments, population growth, etc.)- In the short period it is not 
perhaps unrealistic to make consumption depend on income 
alone. 4 Yet it is well to bear in mind the possibility that the 
psychological-institutional complex may change under the 
impact of some dynamic influences even in relatively short 
periods, and the consumption function with it. 

As for the second assumption, much depends on what is to 
be included in “extraordinary” circumstances. A war, a revolu¬ 
tion, or a hyperinflation is a clear-cut case, but there may be 
less obvious cases. Even barring wars and other “extraor¬ 
dinary” circumstances, the cyclical behavior of the consump¬ 
tion function may not be as stable as it might be under rigid 
institutional assumptions. It is widely believed that the con- 

with increasing 
general productivity. 5 The behavior of the consumption func¬ 
tion within each cyclical period, however, is more contro¬ 
versial. 6 

The third assumption refers to the general atmosphere of 
laissez faire with respect to people’s choice between spend¬ 
ing and saving. This assumption precludes the extremes of a 
very indigent community, for which the freedom of choice 
between spending and saving has no practical significance, 
and an opulent but rigidly controlled economy in which 
spending and saving are subject to drastic regulations. This 
assumption, therefore, can be more meaningfully applied to 
relatively free “mixed economies” in normal peacetime. 


sumption function has been shifting upward 


J. Tmbereen, for example, considers it analytically justifiable to make 
consumption depend on national income alone (in the short run, at any rate, 
as Keynes does) on the plausible grounds that the distribution of individual 
incomes is a function of the absolute level of national income; that the mar- 

t0 C °" SUn , ie kt* 1 ? sa™ over a wide range of income; and 
ha nationa 1 income is the chief factor affecting aggregate demand and 
herefore general prices. (See his ‘The Significance of Keyhes* Theories from 
the Econometric Point of View,” in The New Economics, p. 223.) 

nomic Pr'nhiJ£< u F “ U E ?P 1 x °y ment after the War,” in Postwar Eco- 

S' Harns \ ed ” McGraw-Hill, New York, 1943). 

F JY e V,e 1 ws on Consumption Functions," Review of Eco¬ 
nomic Statistics, November, 1946. ' 
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These assumptions will have to be relaxed or dropped to 
make concrete analysis fit changing reality. Keynes’ law based 
on these assumptions may be regarded as a rough approxima¬ 
tion to the actual macrobehavior of free consumers in the 
normal short period. What is vitally stressed in Keynes’ law 
is, to repeat, the tendency of people to fail to spend on con¬ 
sumption the full amount of an increment of income. A 
persistent failure to spend all the increment of income leads 
to a “low-consumption and high-saving economy,” such as the 
American economy is described to be. The above tendency 
is so deeply rooted in people’s habits, customs, traditions, 
and the existing institutional setup that only fundamental 
structural changes are believed to change it significantly. 7 
Obviously such fundamental changes are less likely in shorter 
than in longer periods. 

Technically speaking, it is not just the propensity to con¬ 
sume but the marginal propensity to consume that is supposed 
to be stable under the above psychological and institutional 
assumptions. In other words, the position and shape of the 
consumption function are such that the amount of consump¬ 
tion depends on income alone and the amount of income 
saved increases as income increases. This suggests that in 
the short run, in which the propensity to consume is likely 
to remain constant, the only way to increase the amount of 
consumption out of a given income is to increase income 
itself. With an upward shifting consumption function, on the 
other hand, the amount of consumption could be increased 
without any increase in income. 

Some Relevant Implications of Keynes* Law 

On the assumption that consumption depends mainly on 
income, or what is the same, with the stable consumption 
function as given, some theoretical and policy implications 
may be developed here briefly. 

’(/. A. H. Hansen, Fiscal Folicy and Business Cycles , (London, George 
Allen & Unwin Ltd., 1941) pp. 254-258. 
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CRUCIAL IMPORTANCE OF INVESTMENT 

If people tend to spend less than the increment of income 
when output and employment increase, the increased output 
and employment will be unprofitable, unless investment 
(i.e., monetary outlays on capital goods, excluding such 
claims as securities) increases to fill the gap between income 
and consumption. For such a gap means that sales fall short 
of costs necessary to produce current output. If investment 
should fail to increase, output and employment would in¬ 
evitably fall, unless indeed the consumption function rises 
to wipe out the gap between income and consumption. With 
the consumption function remaining stable, however, income- 
employment fluctuations must be sought in the instability of 
investment. Thus Keynes’ stress on investment as the crucial 
and initiating determinant of the levels of income and em¬ 
ployment presupposes the difficulty of raising the consump¬ 
tion function in the short period, or a failure of the consump¬ 
tion function to rise automatically under laissez faire. 

To make it clear, suppose that the consumption function is 
rising even in the short period and under laissez faire. In this 
case the gap between income and consumption will be wiped 
out even with zero investment. If we could count on the con¬ 
sumption function to come to the rescue in this way, we should 
be spared any serious concern over inadequate or unstable 
private investment. For the higher the consumption function, 
the smaller the gap between income and consumption to be 
wiped out by investment, and the less need for finding profita¬ 
ble investment opportunities. With the consumption function 
remaining stable, however, the main effort will have to be 
concentrated on increasing investment. This does not of course 
preclude the possibility of raising the consumption function 
in the longer period, along with measures to promote invest¬ 
ment, or the desirability of increasing consumption in the 
short period by changing the income variable without shift- 
ing the consumption function upward. 
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This may appear to be a curious way of establishing the 
strategic importance of investment in the stabilization of in¬ 
come and employment, but it is the most direct way to do so. 
One might attempt to do it in an indirect way, that is, by 
stressing the stability of the savings function in the short run. 
But since the stability of the savings function is merely the 
passive reflection of the stability of the consumption function, 
it is more effective to hold the active factor—the consumption 
function—responsible for proving the decisive importance of 
investment, in the short period at any rate. Moreover, this 
direct method is consistent with the simple assumption that 
aggregate output consists of consumer goods and capital 
goods, and that aggregate employment is made up of the 
workers producing consumer goods and those producing capi¬ 
tal goods. But in emphasizing the crucial importance of invest¬ 
ment on the assumption of the short-period stability of the 
consumption function, we must not overlook the growing im¬ 
portance of the role played by durable consumer goods , which 
are subject to just as unstable and volatile a demand as capital 
goods are. To the extent, therefore, that durable consumer 
goods account for a larger and larger portion of aggregate 
output and employment, the consumption function will be¬ 
come unstable even in the short period, and the stabilization 
of activity in the consumption-goods industries will become 
that much more urgent. 

POSSIBILITY OF CENERAL OVERPRODUCTION 

Another relevant implication of Keynes law is that there 
can be general overproduction and mass unemployment. If 
the marginal propensity to consume is less than unity, not all 
that is produced (income) is taken off the market (spent) as 
income increases. In other words, producers fail to get back 
in sales receipts an equivalent of the amount that must be 
had to justify current output. Thus supply, far from creating 
its own demand, exceeds demand only to create a glut of goods 
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and services and therefore general overproduction and mass 
unemployment. 

The plausible hypothesis of the marginal propensity to con¬ 
sume of less than unity helps to invalidate Say’s law, which 
denies the possibility of general overproduction. If Say’s law is 
defended in terms of long-run equilibrium, it is criticized in 
terms of short-run equilibrium. There is, it is argued, in the 
long run a tendency for demand to be sufficient to buy all that 
the economy is capable of supplying. This long-run equilib¬ 
rium adjustment is supposed to be brought about automati¬ 
cally by market forces alone. On the other hand, it is argued 
that such adjustment is difficult in the short run, and that 
therefore general overproduction may set in at least tem¬ 
porarily. If Say’s law is defended on the assumption of perfect 
competition, more realistic assumptions of monopoly and 
oligopoly (or monopsony and oligopsony) are counterposited. 
Prices and costs are supposed to be readily adjusted down¬ 
ward to absorb a temporary glut in the market. If prices are 
lowered, additional purchasing power is thereby released for 
other goods and services, the amount of extra purchasing 
power depending on the elasticity of demand with respect 
to price (usually unit elasticity assumed). Introduction of 
monopolistic price-cost rigidities, of course, weakens such an 
argument. If Say’s law is explained in terms of the instantane¬ 
ous adjustment of spending to income, it is criticized in terms 
of time lags. Thus against the assumption that an act of pro¬ 
ducing is simultaneously an act of creating proportional ef¬ 
fective demand, is set the argument that, though output 
creates income to the full extent of its value, the income so 
created is separated from spending both in time and in space. 8 

These are conventional objections to Says law in varying 
degrees of sophistication, but none of them is as simple and 
yet effective as the hypothesis of the marginal propensity to 


• For this last objection see P. 
ment (Oxford Univ. Press, New 


Sweezy, The Theory of Capitalist Develop - 
York, 1942), p. 137. ^ 
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consume of less than unity in vitiating the validity of that 
classical law of markets. Apart from the merits or demerits of 
alternative methods of dealing with Says law, the recogni¬ 
tion of a possibility of general overproduction has a far- 
reaching effect upon policy. For the acceptance, however in¬ 
advertent, of Say s law leads straight to a policy of laissez 
faire , whereas its rejection implies the necessity of conscious 
public control for averting general overproduction and mass 
unemployment. 


DECLINING TENDENCY OF THE MARGINAL EFFICIENCY OF CAPITAL 


The expected rate of profit may collapse temporarily largely 
because the consumption function fails to rise to sustain con¬ 
sumption expenditure at a high level. Once the demand for 
capital goods has started to decline for one reason or another, 
there is little hope of raising the marginal efficiency of capital, 
with the propensity to consume remaining unchanged. If the 
consumption function fails to rise, offsets to the decline in the 
marginal efficiency of capital must be sought elsewhere; for 
example, in the cost structure. But even lower costs, if prac¬ 
ticable at all, might fail to stimulate the demand for capital 
during a period of low activity. And yet the only real and 
ultimate help—a rise in the propensity to consume—may not 
be forthcoming. Failure of the consumption function to rise 
would not lead to the collapse of the marginal efficiency of 
capital, if consumption could be increased by increasing in¬ 
come. But there is no reason to suppose that income increases 
at a time when investment is declining—unless indeed the 


government can be supposed to be pouring new purchasing 
power into the income stream via public works programs or 
some other channels. Under laissez faire , therefore, it is dif¬ 


ficult to arrest the declining tendency of the marginal ef¬ 
ficiency of capital once the process has started, unless an 
automatic rise in the propensity to consume is to reverse that 
process. In longer periods, however, the marginal efficiency 
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of capital is affected by “autonomous” factors, that is, factors 
independent of the level of income, of which consumption 
outlays constitute the single most important element. 

The other side of the picture is that the stable propensity to 
save stands in the way of reducing savings to the level of 


existing investment opportunities. If the propensity to save 
cannot be expected to decrease automatically, then the econ¬ 
omy may find itself trying to save more than it can profitably 
invest, and thus bring down the marginal efficiency of capital. 
Thus the marginal efficiency of capital tends to decline when 
the demand for capital goods is discouraged by the failure of 
the propensity to save to fall, or, what comes to the same 
thing, by the failure of the propensity to consume to rise. If 
the demand for capital goods can be supposed to be infinitely 
elastic at the going rate of interest, as some seem to suppose, 
then the stable consumption function will be no problem at 
all. But there is no reason to suppose, on available evidence, 
that investment opportunities are unlimited even at the low¬ 
est practicable rate of interest. Therefore the stable savings 
function may properly be regarded as one of the factors tend¬ 
ing to lower the marginal efficiency of capital and the level of 
investment in the short run. 


TURNING POINTS OF THE BUSINESS CYCLE 

Keynes' law also helps to explain the turning points of the 
business cycle. 9 The traditional theory based on Say's law had 
to explain the turning points of the business cycle by postu¬ 
lating the inflexibility of credit policy or the presence or ab¬ 
sence of production “bottlenecks,” such as equipment short- 

9 ^ ven before Keynes, J. M. Clark conceived of the possibility that the 
turning points of the business cycle might be explained in terms of the limit¬ 
ing effects of the marginal propensity to consume of less than unity on con- 
sumption expenditures, though not in Keynesian terminology. (See his “Capi¬ 
tol Production and Consumer Taking: a Further Word,” Journal of Political 

\/ < J2f my «P Ct -° ber * i 93 t 2 > Bul tile P resent discussion is due largely to L. A. 
Metder, Business Cycles and the Modem Theory of Employment," Ameri¬ 
can Economic Review, June, 1946. 
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ages and cost rigidities. If it were not for these “rigidities” a 
given change in output would presumably create a cor¬ 
responding change in the demand for this output and thus 
give rise to a “self-perpetuating” cumulative movement up¬ 
ward or downward. Keynes’ law leads to the opposite view, 
that a cumulative process of expansion may end in a reces¬ 
sion and a cumulative process of contraction in a recovery 
without the limiting influences of credit policy and cost 
changes. 

The upper turning point of the business cycle, or a down¬ 
turn from prosperity, is now explained by the ultimate limit 
set by the marginal propensity to consume of less than unity, 
that is, by the plausible hypothesis that people fail to spend 
on consumption as much as the increment of income. Con¬ 
versely, the lower turning point, or an upturn from depres¬ 
sion, is explainable in terms of the failure of people to cut 
down their consumption expenditures to the full extent of 
the decrement of income. Let us consider the matter further. 

The process of expansion during prosperity may come to a 
stop short of full employment, if an increase in consumption 
outlays is smaller than the increment of income. To put it 
in another way, prosperity may turn into a recession before 
full employment for the simple reason that producers fail to 
recover in sales receipts an equivalent of what they must have 
in order to justify current output. Keynes did not explain the 
downturn of the business cycle in this way; he explained it 
in terms of the sudden collapse of the marginal efficiency of 
capital. 10 This is only another way of putting the same idea, 
since a decrease in the expected rate of profit is nothing else 
than a disappointment in entrepreneurial expectations due 
to a decrease in consumption sales. Whether we explain the 
downturn of the business cycle in terms of producers disap¬ 
pointment or in terms of consumers’ unwillingness to spend 
the full amount of an increment of income, the result is exactly 

10 Cf. General Theory, p. 316. 
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the same. For to say that producers’ anticipated rate of profit 
is not large enough to cover the cost of production is to say 
that consumers are not willing to spend as much on final out¬ 
put as the increment of income warrants. 

Conversely, if people do not immediately cut down their 
consumption expenditures by as much as the decrement of 
income, producers can reduce output and employment to 
minimize losses without the fear of reducing aggregate de¬ 
mand to the same extent. This is plausible, because it is dif¬ 
ficult to give up the accustomed standard of consumption 
even if a drastic decline of income may require it. Durable 
consumer goods will be the first to be affected, since the de¬ 
mand for them is typically elastic and their purchase typically 
postponable. Thus expenditures on clothing, household 
equipment, and other consumer durables will decrease as 
income decreases. But it is unlikely that the demand for non¬ 
durable consumer goods will decline quite as much as in¬ 
come decreases. For the demand for most of these goods is 
typically inelastic with respect to both price and income. Thus 
the marginal propensity to consume of less than unity sets a 
limit beyond which consumption may not decrease more than 

income decreases. This fact accounts for the possibility of 
recovery. 

Diagrams may help clarify the matter. Figure 13 shows 

how and why the downturn and the upturn occur. In Figure 

13 (A), an increase in income is shown to result in a smaller 

increase in consumption expenditure. Beginning with the 

equilibrium level of income, Y„ at which what people would 

want to spend equals what producers would have to get to 

cover the cost of producing current output, the increase in 

income from Y, to Y 2 leads to the smaller increase in con- 
sumption expenditure from Cj to c 2 . 

The resulting loss, as measured by an excess of cost OYn 
over revenue Oc 2 , would have the effect of inhibiting furthe^ 
production and employment and of preventing income from 
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reaching full-employment income Y 0 . From then on pros¬ 
perity takes a downturn, and output and employment will 
decline until equilibrium income Y 1 is reached. All this is 
due to the fact that the consumption function is rising up¬ 
ward but less steeply than the 45° line, i.e., the marginal 
propensity to consume of less than unity. Thus the marginal 
propensity to consume of less than unity sets a definite limit 
to the process of expansion. Figure 13 (B) shows the converse 
of (A), namely, the upturn of the cycle due to the fortunate 
fact that people tend to decrease consumption by less than the 
decrement of income. Recovery gets under way before in¬ 
come reaches zero. 

(A) DOWNTURN (B> UPTURN 



DANCER OF PERMANENT “OVERSAVING GAP” 

If the consumption function is not readily adjustable up¬ 
ward, there may be a continuous “oversaving gap between 
the amount people wish to save out of full-employment in¬ 
come and the volume of private investment businesses find 
profitable to maintain. If, for example, people wish to save 
at the rate of $60 billion out of a full-employment income 
of $200 billion, and businesses find the existing opportunities 
such as to justify investment at the rate of $40 billion, there 
will be an “oversaving gap” to the tune of $20 billion an- 
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nually. The propensity to consume of less than unity at full em¬ 
ployment creates a thorny problem of offsetting a large 
amount of savings to maintain that full employment. The 
problem is thorny because the possibilities for further invest¬ 
ment may be completely “autonomous” with regard to the 
level of income or the rate of interest. Because the main¬ 
tenance of a level of investment compatible with continuous 
full employment depends on such “autonomous” factors as 
economic development, technological progress, population 
growth, and political changes—factors outside of the credit 
and price systems—it is by no means easy to fill an “over¬ 
saving gap” at high levels of income. 11 

And yet it is not safe to assume that the “autonomous” fac¬ 
tors will operate to expand investment opportunities in just 
that degree which is necessary to fill the gap. Nor can it be 
assumed that public investment will increase to just such an 
extent as to bridge the gap which private investment fails to 
fill. A real solution may lie in the direction of raising the con¬ 
sumption function (or lowering the savings function). An 
upward shift of the consumption function is, under laissez 
faire, too much to hope for, unless conditions of full employ¬ 
ment can be supposed to reduce people’s propensity to save 
drastically. 


UNIQUE NATURE OF INCOME PROPAGATION 


The marginal propensity to consume of less than unity also 
accounts for the peculiar way in which an initial injection 
of purchasing power into the income stream leads to an ulti¬ 
mate expansion of total income. Such an injection leads to 
smaller successive increments of income in the course of the 
respending of the original purchasing power. This phenom¬ 
enon owes its explanation to the fact that income recipients 
ordinarily spend less than the full increment of income. The 


M M ; K ® le ^ ki> <tThe Maintenance of Full Employment after the Transi- 

ZZ v° d -A A S»T panSO ? of 1 th ® Problem in the United States and the 
United Kingdom, International Labour Review , November, 1945. 
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multiplier” by which the initial outlay magnifies total in¬ 
come is directly derived from the marginal propensity to 
consume. The extent of the magnifying effect of an initial 
increase in income on the total income at the end of a given 
period is determined by the way income recipients elect to 
divide that increment of income between consumption and 
saving. Given, therefore, the stable consumption function, 
it will not be difficult to tell in advance what effect an in¬ 
jection of new purchasing power will have on national in¬ 
come and therefore on aggregate employment. This, in com¬ 
bination with the knowledge of the “acceleration” effect of 
the rate of consumption on investment, will give us a fair 
measure of dynamic changes in aggregate demand. Both 
the “multiplier” and “acceleration” principles will be ex¬ 
plained in another chapter. 

There may be many other implications of the stable con¬ 
sumption function in general and the marginal propensity to 
consume of less than unity in particular. The above implica¬ 
tions do not all rest on the hypothesis that the position of the 
consumption function remains unchanged; they presuppose 
the essential requirement that the slope of the consumption 
function be positive but less than unity. 

Factors Affecting the Consumption Function 

We have thus far discussed various problems on the as¬ 
sumption that consumption depends on income alone, but 
there are in fact many “other variables” which may affect the 
actual consumption function in varying degrees. We shall 
discuss some of these “other variables” in the following order. 

DISTRIBUTION OF INCOME 

The way in which national income is divided among various 
income groups partly determines what the actual consump¬ 
tion function is at any given time. If we simplify our analysis 
by dividing the national income pie into just two cuts, one for 
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“consuming brackets” and the other for “saving brackets,” it 
is easy to see what kind of consumption function we shall 
get If the proportion of the pie going to the “consuming 
brackets” is very much larger than that going to the “saving 
brackets,” we should expect the consumption function to be 
high. If, on the other hand, the share of the “saving brackets” 
is relatively large, the consumption function is likely to be 
low. As a first approximation it is useful to consider wage 
groups as belonging to the “consuming brackets” and non- 
wa g e groups as belonging to the “saving brackets.” Thus 
viewed, the wage-profit relation is the most significant vari¬ 
able in the distribution of income. 

An economy in which the proportion of national income 
going to wage groups is relatively large is prima facie 
a “high-consumption economy.” Conversely, a “high-sav¬ 
ing economy” is likely where the proportion going to non- 
wage groups is relatively large. Thus it is possible to identify 
a high-consumption economy” with a “high-wage, low- 
profit economy.” 12 It should be added that a “high-wage, 
low-profit economy” has to do with the way the national in¬ 
come is divided between wage groups and nonwage groups, 
not with the question of changes in wage rates. Should, for 
example, a ‘labor government” be in power for a long time, 
the consumption function would probably become higher as 
a result of various measures to increase the share of labor 
groups relatively to that of property groups. 

Another way to put the matter is to say that consumption 
is typically the function of the poor and saving is typically 
the function of the rich. There seems to be little doubt about 
the fact that great inequality in the distribution of income 
keeps the consumption function low and the savings func¬ 
tion high. It is a matter of common knowledge that the con¬ 
sumption function is low wherever there are large disparities 

New^Ybrk^ 1947^^48 P °^ 0nd FuU Em P h y m ^ (Whittlesey, 
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between the rich and the poor. If in the future inequalities 
of incomes and wealth are reduced for one reason or another, 
the consumption function will doubtless be higher than at 
present. Quite apart from the normative question of whether 
inequalities of incomes and wealth ought or ought not to 
exist, it is patent that the degree of equality in the distribu¬ 
tion of income affects the levels of the propensities to con¬ 
sume and to save. 

ATTITUDES TOWARD THRIFT 

Thrift has long been praised as at once a private and a 
social virtue. It is regarded as a private virtue because it is 
an acceptable way of increasing one's private wealth as well 
as of providing reserves against insecurity. It is considered 
to be a social virtue on the ground that it facilitates the growth 
of capital and therefore makes for social progress. Apart from 
the merits or demerits of this conventional view of saving, 
there is little doubt about the fact that the actual consump¬ 
tion function is affected by peoples attitudes toward thrift. 
A presumption in favor of thrift, however harmful at less than 
full employment, may be reinforced by such institutional 
arrangements as life insurance, corporate savings, and real- 
estate amortization quotas, 13 to keep the consumption func¬ 
tion low. 

Only in the field of public spending has the traditional 
notion of “sound finance” been drastically modified. But then 
we are concerned with the individual’s attitude toward thrift. 
This attitude toward thrift is governed by a schedule of 
time preferences. Given the freedom to choose between 
present consumption and future consumption, the individual 
will develop a certain attitude toward the relative importance 
of spending and saving. It may be that people will be so 
“educated” as to value present consumption more than future 
consumption. It is also possible that the existing institutional 

,a For a detailed discussion of these institutional factors see A. H. Hansen, 
Fiscal Policy and Business Cycles (London, George Allen & Unwin Ltd., 1941) 
pp. 238-242. 
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setup will change in such a way as to minimize the need for 
saving or to remove the incentives to save. People may in 
time wake up to the danger of “oversaving” long stressed by 
economists from Malthus down to Keynes. If people become 
fully aware of the “paradox of thrift” at less than full employ¬ 
ment, the propensity to consume will probably become higher 
and the propensity to save lower than if they continue to re¬ 
gard thrift as an unmitigated virtue. 


HOLDINGS OF LIQUID ASSETS 


Another factor affecting the consumption function is the 
volume of accumulated savings in the hands of individuals. 
The larger the amount of such holdings, the more likely 
people are to spend out of current income. For holdings of 
savings in liquid forms (e.g., savings accounts, government 
savings bonds, and cash) have the effect of increasing a 
sense of security on the one hand and of decreasing the urge 
to save out of current income. A change in the real value of 
such accumulated savings due to general price changes might 
also affect the propensity to consume. For instance, a de- 
crease in the real value of such holdings due to price infla¬ 
tion is likely to reduce the propensity to consume, since such 
a decline in the real value of liquid assets weakens the liquid¬ 
ity positions of the owners and therefore increases pessimism. 

When people are pessimistic, they do not generally spend 
much out of current income. 


. ™ r Wa ^! m ? ^cumulations of savings and postwar own- 
mgs of pubhc debt by individuals are believed to have caused 
the consumption function to shift somewhat higher. This 
ndency for the consumption function to shift upward is es- 

?r ceptlble C0Untr y Uke Britain, where a rather 
a n program of austerity” caused holdings of liquid 
assets to increase in addition to the wartime savings. - * 

important to know, however, in whose hands the liquid 

A Unwin Ltd., 1 * V '”’ Mechamsm (London, George Allen 
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assets are held, and also how these liquid assets came into 
existence. 15 If it is the consumers who hold them, then the 
consumption function may be expected to rise. More exactly, 
it is the liquid assets held by low-income groups which are 
most likely to have an upward pressure on the consumption 
function. If an absolute increase in liquid assets comes about 
through the monetization of assets held by investors and 
wealthy individuals (e.g., conversion of bonds into cash 
through central-bank purchases or on the open market), it 
is unlikely to raise the consumption function appreciably. 
If, on the other hand, liquid assets come into the possession 
of low-income groups via loan-financed public investment, 
the consumption function is more likely to rise. The volume 
of liquid assets is not considered to be at par with the level 
of income as an independent variable in the determination of 
the consumption-income relation. 

* TAX STRUCTURE 

A change in the tax structure, that is, in the nature and 
rates of taxes, may influence the actual consumption function 
significantly. A tax structure which depends mainly on pro¬ 
gressive taxes is generally conducive to an upward shift of the 
consumption function. Conversely, a tax structure based 
largely on regressive taxes (e.g., sales and excise taxes) is a 
presumption against a rise in the propensity to consume. For 
a progressive tax system falls more heavily on the portion of 
income that is saved than on the portion that is spent. It fol¬ 
lows that tax policies aimed at reducing the inequalities of 
incomes will reduce the propensity to save more than the 
propensity to consume. 

The American tax structure during the 1930s probably had 
rates progressive enough to prevent an appreciable increase 
in inequality and therefore a further decline in the pro- 

i. On this point see Hansen. “The General Theory” in The New Economics, 
pp. 140-141. 
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pensity to consume. But it is doubtful that the tax structure 
during that period was progressive enough to effect such a 
positive redistribution of income toward equality as to raise 
the consumption function. 16 It is generally believed that the 
progressive elements of the United States tax structure in the 
Federal field are considerably offset by the regressive ele¬ 
ments in the State and local field, so that the net effect of the 
progression on the propensity to consume is negligible. 

If a tax cut in, say, a personal income tax should take place 
because of nonfiscal considerations, it is likely to be of such 
a nature as to strengthen individual and corporate savings 
more than the propensity to consume. Needless to say, the 
tax reductions designed to support consumer demands may 
well be offset by other tax reductions designed to encourage 
individual and business savings. Thus a mere decrease in tax 
rates is no guarantee that the propensity to consume will rise 
In combination with spending programs, however, a change 

Lt e on“gScSy iS CapaWe ° f Ch3nging 

fn J h K re a ^l many 0ther factors affecUn g the consumption 
function. The state of expectations and interest rates are 

among the most frequently debated factors, but these factors 
are so indeterminate in their influence on various income 
groups that we may safely neglect them at this juncture Per¬ 
haps further empirical research will show whether there is 

:^7^zT n b r een 1116 — 

determminr^gUal’ pricTletl 
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a gg re g ate uicome is "the ultimate independent” variable in¬ 
fluencing the propensity to consume. The reason that these 
other variables are considered secondary in importance to 
the income variable is that the effect of any one factor (other 
than income) on the consumption function is likely to be 
weakened, if not completely nullified, by the offsetting in¬ 
fluence of other factors in operation. Nevertheless, these other 
variables suggest that the actual consumption function is 
what it is because of a multiplicity of forces in operation, and 
throw much light on what must be done to raise the consump¬ 
tion function or to lower it. 






THE SAVINGS-INVESTMENT relation has been mentioned 
off and on without an explicit explanation. We are at last in 
a position to examine it with a view to understanding its place 
in the theoretical structure of effective demand and its prac¬ 
tical significance for policy. This chapter will deal with (a) 
savings-investment equilibrium, (b) underemployment equi¬ 
librium, and (c) determinants of investment. 


Savings-investment Equilibrium 

SCHEDULE CONCEPT OF INVESTMENT 

For purposes of equilibrium analysis, investment will be 
conceived in terms of a schedule measuring various amounts 
ot investment associated with various possible levels of in¬ 
come (or various rates of interest in some cases). This gives 
us the concept of the propensity to invest or the investment 
functum. Investment in this schedule sense is a dynamic con- 

14 teUs US how P^ucers as 

a whole would respond oner time to changes in income or 
mthe interest ra4 f' Together with the propensity to consume 
(or its inverse, the propensity to save), the propensity to 

level of income Dia^am- 
mabcaUy speaking, the equilibrium level of national income 
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is given by the intersection of the investment function and 
the savings function. 

Conceptually, therefore, we can compare investment in the 
schedule sense to a demand curve measuring the functional 
relation between various amounts of capital outlays and vari¬ 
ous levels of income or rates of interest. We can also speak 
of the income-elasticity or interest-elasticity of the investment 
function, depending on how responsive the demand for cap¬ 
ital goods is assumed to be to the slightest change in in¬ 
come or rates of interest. If we make investment depend on 
income, we may have either “induced” or “autonomous” in¬ 
vestment, the former being an income-elastic investment 
function and the latter an income-inelastic investment func¬ 
tion. For purposes of short-period analysis it is perhaps real¬ 
istic to consider the propensity to invest to be sensitive to in¬ 
come changes, and therefore to draw an upward-sloping in¬ 
vestment curve rising from the horizontal income axis. For 
national income, it will be recalled, is the chief demand factor 
affecting the general price level and therefore sales possibili¬ 
ties. In the short period, therefore, investment is “induced” 
bv income changes which measure profit possibilities para¬ 
metrically. 

“Autonomous” investment, on the other hand, is insensi¬ 
tive to income changes, and is usually represented by a 
horizontal straight fine running from left to right parallel to 
the horizontal income axis. “Autonomous” investment is char¬ 
acteristic of a war economy or of a planned economy in which 
investment decisions are made on the basis of considerations 
other than profits and losses. But even peacetime private in¬ 
vestment becomes “autonomous” of the level of income to 
the extent that investment opportunities depend on exog¬ 
enous” factors largely outside the economic system, as in 
the longer period. The distinction between “induced” and 
“autonomous” investment is shown in the following diagram. 

In Figure 14 (A), the I curve represents the schedule of 




“induced” investment at various levels of income, and the 
amount of investment at the Y level of income is YN. A larger 
amount will be invested as income increases, and a smaller 
amount as income decreases, given the upward rising in¬ 
vestment schedule. At a very low level of income, “induced” 
investment might become negative, and the I curve would 
cut through the income axis from above. The steeper the I 
curve is sloped, the greater will be a percentage increase (or 
decrease) in the amount invested in response to a percentage 
increase (or decrease) in income. A change in the entire 


(A) INDUCED INVESTMENT 
I 


(B) AUTONOMOUS INVESTMENT 


INVESTMENT 



INVESTMENT 


INC0ME INCOME 

Fig. 14. Investment Schedules 


relation of investment to income can be indicated by a shift 

of the I curve. Thus an upward shift of the curve to the left 

would mean that amounts of induced’* investment were 

larger at all levels of income. Conversely, a downward shift 

of the curve to the right would signify a lower propensity to 
invest. 

„ T ^ e 1 curv f m Figure 14 (B) represents the schedule of 
autonomous’ investment, the amount of investment being 
identical at all levels of income. In other words, investment 
opportunities are such that the amount of investment remains 
constant, e.g„ $30 billion at the zero level of income as well as 
at a national income of $200 billion. The upward shift of the I 
curve parallel to the original curve would indicate that oppor- 


I 


I 
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trinities had expanded to call for an increased steady flow of 
investment, e.g., at the constant rate of $40 billion at all levels 
of income. 

In both cases investment measured by the vertical axis 
refers to real investment, not financial investment. For while 
financial investment involves merelv transfers of existing as- 

J O 

sets (e.g., securities) and therefore no net change in aggregate 
expenditure, real investment, involving as it does the produc¬ 
tion and purchase of new capital goods, gives rise to a net 
increase in total expenditure. Included in capital goods are 
(a) plant and equipment, (b) inventories, (c) residential 
construction, (d) public works, and (e) “net foreign invest¬ 
ment” (an excess of exports and other credit items over im¬ 
ports and other debit items). It is these outlays that are sig¬ 
nificant for income and employment analysis, since business 
cycles are associated mainly with fluctuations in these out- 



LOCICAL IDENTITY OF SAVINGS AND INVESTMENT 

t 

Investment in the statistical sense is always identically 
equal to savings in the same sense. This identity of savings 
and investment holds valid at any level of income, and re¬ 
gardless of the obvious fact that decisions to save and de¬ 
cisions to invest are made by different people for different 
reasons. This identity of savings and investment is implicit 
in the truism that total income and total expenditure are but 
two names for the same thing. Since investment is the name 
given to monetary outlays on things other than consumption, 
it is nothing but income minus consumption, or I = Y C. 
But then this quantity is exactly what we understand sav¬ 
ings to be, or S = Y — C. If both savings and investment are 
equal to income minus consumption, we get the identity of 
savings and investment (S = I) as a matter of logical neces¬ 
sity. This is one sense in which Keynes talks about the savings- 
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investment relation, the other being the schedule sense. 1 
The truism may be written: 

Y - C +1 or 100 = 80 + 20 

S = Y - C 20 = 100- 80 

Hence S = I Hence 20 - 20 


If Y is 100, C 80, and I 20, the value of S is necessarily 20, 
which is also the value of I. Since savings are an excess of 
income over consumption (Y — C) and investment is in¬ 
come minus consumption (Y — C), these two quantities 
must be the same. Thus savings and investment in the statis¬ 
tical sense are always equal by definition —in precisely the 
same sense that the quantity of money times its velocity equals 
the volume of trade times the average price, or MV = PT. 
Thus we are merely saying that since the sum of all expendi¬ 
tures (Y) consists of the sum spent on consumption (C) 
plus the sum spent on things other than consumption (I), 
that part of aggregate spending which is not due to con¬ 
sumption necessarily represents the value of savings (S) or 
investment (I). 6 ' 


T ° ^pel an y possible misunderstanding or confusion, a 
further explanation of the identity equation S = I is in order 
The equation is true by virtue of definition only. Income, con¬ 
sumption, savings, and investment are all so defined as to 
make savings and investment equal.* As such, the equation 

" merel y a relation > with nothing but a set of defini- 

hons to account for its existence and justification. 

Moreover, the logical identity of savings and investment 
refers to aggregate savings and investment. The identity holds 
^regardless of the seemingly paradoxical fact that an 
individual can save more than he invests. Obviously there 


1 General Theory , p. 63. 

found is 

nomic Journal , September, 1933. * ™ Savings and Hoarding, Eco- 
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is no reason why an individual's savings should equal his 
investment. Yet all the individuals of the economy cannot 
save more than they invest. This is true because an increase 
in an individual’s savings is exactly offset by a decrease in 
others’ savings, so that there is no net change in aggregate 
savings. Taking investment as a constant, let us see what 
happens simultaneously when an individual attempts to save 
more than he is investing. Suppose he attempts to increase 
his savings by 10 so that his savings are greater than his in¬ 
vestment by 10. But at the same time his consumption ex¬ 
penditures decrease by 10, since he cannot save except at 
the expense of consumption. As his consumption expendi¬ 
tures go down, income of others depending on consumption 
sales goes down by a similar amount. As others’ income de¬ 
creases by 10, aggregate income must decrease by 10. But 
aggregate savings remain unchanged, since an increase in the 
first individual’s savings is exactly offset by a corresponding 
decrease in others’ savings due to a similar decline in the 
latters’ income—their consumption being constant. 3 It fol¬ 
lows that the unchanged savings and the unchanged invest¬ 
ment are identically equal. It should be remembered, how¬ 
ever, that aggregate income has declined. 

Thus the identity equation reveals an error of composition. 
The classical notion that aggregate savings increase with in¬ 
dividual savings is vitiated by the reasoning that an indi¬ 
vidual’s attempt to save has a zero effect on aggregate sav¬ 
ings because of its decreasing effect on others’ incomes and 
therefore on others’ savings. This is in itself a considerable 
service, but, more important, it is a step nearer to the dis¬ 
turbing conclusion that what is considered to be a private as 
well as social virtue, i.e., savings, is after all socially harm¬ 
ful when there is less than full employment. For, as will be 

a An individuals act of saving cannot be assumed to have any such in¬ 
voluntary effect on others’ decisions to consume as on the latters income 

and savings. 
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shown later, an increase in people’s desire to save at less than 
full employment actually leads to a decrease in aggregate 
income and therefore in aggregate savings. 

The identity equation is designed to indicate the adverse 
implications of an attempt to save more than is being invested 
for aggregate consumption, income, and employment. By 
relating savings and investment to the “bilateral” relation 
( Y — C) we can equate a failure to spend to a failure to 
earn an income and to get a job. For to say that some people’s 
savings increase is to say that their consumption expendi¬ 
tures decrease and that others depending on consumption 
sales for incomes receive less income. But for this practical 
significance the identity equation might be considered in¬ 
consequential, as some writers are disposed to do. 4 Others 
defend it in varying degrees of enthusiasm. 5 

The analytical usefulness of the identity equation is severely 
limited by the absence of an adjusting mechanism. Since the 
equation is as true as the proposition that two plus two equals 
four, no mechanism of adjustment is involved. If savings is 
another name for investment, obviously no time la^ s are in¬ 
volved to necessitate “sequence analysis.” Because & it is not 
a description of an actual process of adjustment, the identitv 
equation is a tool for static analysis. A failure to describe an 
actual dynamic process of adjustment between conflicting 
decisions to save and to invest is the main analytical handi- 

Lt^,94l"^r D ‘P ression 1^‘don, George Allen & Unwin 

F~ c ] 0 ^ a XXVI 1936 F S, A Lm^^Th’ °' E f m P l oj".en,, ’ 

- jizi n ; of ^ “ d 

(McGraw-Hill. New York, ,941), p p * tTZV’t ^ 

Theory (Blaki.ton, Philadelphia, 19+6) P pp 54(i-343 V\ Pelli'"’ *{ 0n ‘ , "- r 
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and Investment,” Review of Frnnnmi* * j ^ ansen » A Note on Savings 
Klem, The Keynesian Revolution, pp. 100-103, 110-117; etc. * L ' * 
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cap of the identity equation, and also the main reason for the 
need of a dynamic approach. Keynes suggested the possibility 
of “dynamizing” the static identity equation by comparing 
the process of the savings-investment relation to that of the 
supply-demand relation and by making the equality of sav¬ 
ings and investment depend on income changes. 0 We shall 
discuss this determinate equality of savings and investment 
subsequently. 

/ s' 

' DETERMINATE EQUALITY OF SAVINGS AND INVESTMENT \S 

Although savings and investment in the statistical sense are 
identically equal at all times and at any level of income, sav¬ 
ings and investment in the schedule se nse are equal on ly in 
equilibrium , that is, at the equilibrium level of income. To 
facilitate the exposition let us compare the equilibrium of 
savings and investment with that of supply and demand. 
Just as supply and demand can be unequal except in equilib¬ 
rium, so can savings and investment be unequal except in 
equilibrium. Just as supply and demand are brought into 
equilibrium by the equilibrating mechanism of price, so are 
savings and investment in the schedule sense equilibrated 
by the income mechanism. Though different with respect to 
the equilibrating mechanism, the process of equilibrium ad¬ 
justment is the same in both cases. Supply and demand are 
equal only at the equilibrium price, namely, that price at 
which the quantity demanded is exactly the same as the 
quantity offered. An excess of demand over supply causes 
the price to rise to the equilibrium level, and an excess of 
supply over demand causes the price to fall to that equilibrium 
level. Until and unless they reach the equilibrium price supply 
and demand are unequal. This process of the supply-demand 

equilibrium is shown in Figure 15. 

In Figure 15 the vertical axis measures price and the hori- 

°Cf. Keynes, “Alternative Theories of the Rate of Interest,” Economic 
Journal, Vol. XLVII, 1937, and also General Theory, p. 184. 



185 


Savings and Investment 

zontal axis measures the quantity of some commodity that 
would be offered for sale and purchased. The SS and DD lines 
are the supply and demand schedules. Suppose we begin with 
price OP,, at which demand exceeds supply by S,D,. This ex¬ 
cess of demand over supply raises the price to OP 2 in the next 
period. But at price OP 2 demand still exceeds supply by S 2 D 2 , 
and consequently the price goes up to P, at which supply 
equals demand. Thus the equilibrium of supply and demand 
has come about through price changes in sequential periods. 



Fig. 15. Dynamic Process of Equilibrium 
Adjustment of Supply and Demand 

If, on the other hand, we begin with price OP 3 , at which 
supply exceeds demand by D 3 S 3 , the price will fall to OP 4 
in the next period and so on until it reaches OP, the equi- 
hbrium price at which supply and demand are in balance. 
This is the familiar dynamic process of market equilibrium. 
The dynamic process of monetary equilibrium is the same 
as that of pnce equilibrium except for the equilibrating vari¬ 
able, which is income in the one case and price in the other. 
y Let us construct a dy namical model for the equilibrium of 
savings and investment similar to the above. The three vari¬ 
ables involved in this model are independent variable Y and 
dependent variables S and I. The rate of change of income 
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is functionally related to savings and investment in such 
wise that income must rise when investment is greater than 
savings and fall when savings is greater than investment. 
Savings and investment are equal only at the equilibrium 
level of income, an i ncome which is ne ither ris ing nor falling. 
Thus the equality of savings and investment is seen as be¬ 
ing brought about through the mechanism of equilibrating 
income. In this model the equality of savings and investment 
is an equilibrium “solution” of a continuous dynamical system. 
The equilibrium process of savings-investment adjustment is 
illustrated in Figure 16. 





Fig/1 6. Savings-Investment Equilibrium 

v/ 


In Figure 16 the vertical axis measures both saving and in¬ 
vestment and the horizontal axis measures income. The in¬ 


vestment function, I, is the same as in Figure 15. The savings 
function, S, cuts the investment function from below, in¬ 
dicating that stable equilibrium is under consideration. 7 If 


7 There will be unstable equilibrium if the I curve cuts the S curve from 
below, since income would move away from the equilibrium level. The I 
curve may rise so steeply upward to the left as to cut the S curve from below, 
if the demand for capital goods is highly elastic with respect to income. Such 
a situation is conceivable (a) when there is an unusual backlog of demand 
for new capital goods, (b) when the rate of consumption greatly increases 
as a result of large holdings of liquid assets (e.g., past sayings), and (c) when 
the demand for consumer goods gives rise to a greatly accelerated er *y e 
demand for capital goods. The probable result would be explosive inflation. 
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we begin with income Y 2 , investment exceeds savings by 
^ 2 ^ 2 " T his excess of investment over savings m ea ns business 
profits, since the smaller the amount of income saved, the 
larger the amount of income spent and therefore the amount 
of sales. Consequently, income rises to the next higher level 
until eventually it reaches the equilibrium level of income, 
at which savings and investment are in balance. Note that 
the gap between savings and investment narrows with the 

Fortunately, the propensity to invest is seldom so sensitive to income changes 

as to cut the S curve from below, for there are usually offsetting influences 
m operation. ° 

Consider the following diagram showing unstable equilibrium for a given 
market and for the economy as a whole. ° 


(AMNSTABLE MARKET EQULIBRUM 
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rising income and is completely wiped out at the equilibrium 
level of income. If, on the other hand, we begin with income 
Y l5 there is an excess of savings over investment to decrease 
income, over time, to the equilibrium level. Thus, whenever 
there is a discrepancy between the propensity to save and 
the propensity to invest, income rises or falls until the equi¬ 
librium level is reached. 

There is still a better way to show the dynamic process of 
savings-investment equilibrium adjustment. Figure 17 is such 
an attempt. 



Fig^ 17. Savings-Investment Equilibrium 
^/(Alternative form of presentation) 

The familiar 45° line has been added to measure consump¬ 
tion relative to savings and investment. At income Y 2 , invest¬ 
ment exceeds savings by I 2 S 2 . This means that businesses 
would receive profits (measured by the distance from the 
investment schedule to the savings schedule), since thejotal 
income received by busi nesses (the vertical length Y 2 jo_plus 
the vertical length S.C^or^the investment distance plus the 
consumption distance) is larger than the total payments (the 
vertical length Y 2 C 2 ), that is, by the amount of I 2 S 2 . As a 
result production would be increased and income would 
rise eventually to the equilibrium level of Y. At this equi¬ 
librium level of income the savings and investment curves 
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are seen to intersect at E (the vertical length YE is equal to 
itself). If, on the other hand, we begin with income Y,, the 
amount businesses would be willing to invest is smaller than 
the amount people would be willing to save, with the result 
that there is loss by the amount of SjL. The total received by 
business (SjC, plus Y,I,) is smaller than the total paid out 
by it ( YjCj ) by the difference between savings and invest¬ 
ment, i.e., I,S,. This excess of savings over investment would 
have the effect of decreasing output and therefore of caus¬ 
ing income to decline eventually to the equilibrium level of Y. 

Thus savings and investment in the schedule sense are 
brought into balance, over time, by the equilibrating mech¬ 
anism of income. This way of looking at savings and invest¬ 
ment is consistent with the common-sense view that, though 
decisions to save and decisions to invest are made by different 
people and often from conflicting motives, these decisions 
are somehow reconciled in the course of time. Only in this 
case the invisible hand” happens to be income. Moreover, 
there is nothing mysterious about this ‘‘invisible hand ” since 
income changes are shown to be clearly connected with 
own-to-earth profits and losses due to disparities of con¬ 
suming, saving, and investing activities. This implies that 
income, while influencing savings and investment, may itself 
influenced by them. Let us now make consumption and in¬ 
vestment independent variables and income a dependent 
variable in order to see how income is determined by the 

funcHon 1011 COnsum P tion function and the investment 

By means of another diagram we can now show the initi¬ 
ating role of the propensity to invest in the determination of 

.ncome lhe shor( petjod ^ ^ ^ 

r.»3Tf e ?' 1 “ Key " e! ' 1,W F » r 

tonomous.” In Figure 18 the vernal • m6 ’ “ at s ’ au " 

r igure is the vertical axis measures consump- 
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tion, investment, and savings, and the horizontal axis meas¬ 
ures income. C is the familiar consumption function. The 
C + I curve above the C curve is the consumption plus in¬ 
vestment schedule, obtained by adding vertically to each 
point of the consumption schedule, a particular level of in¬ 
vestment associated with each level of income. In other 
words, it is the investment function superimposed on the con¬ 
sumption function. The distance between the C curve and the 
C + I curve measures the amount of investment at a given 
level of income. 8 



INCOME 

Fig. 18. Initiating Role of Investment in 
Short-Period Income Determination 

In Figure 18 the amount of investment is autonomously 
given so that the C + I curve runs parallel to the C curve, in¬ 
dicating that the amount of investment is the same at all levels 
of income. The C + I curve intersects the 45° line to give 
the equilibrium level of income, Y. In other words, what 
people would wish to consume and what businesses would 
wish to invest, together, determines the equilibrium level 
of income at which the amount of that income spent on con- 

e The distance between the C curve and the C -f I curve at any point of 
income depends on the particular assumption made regarding the level ot 
profitable investment within the framework of the existing investment op¬ 
portunities. 
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sumption equals the amount spent on things other than con¬ 
sumption (the vertical length YE is equal to itself). It should 
be noted that at the equilibrium level of income, Y, savings 
CE equal investment CE. Thus it can be said that the equi¬ 
librium level of income is the unique level of income at which 
consumption plus investment (the vertical length YC plus the 
vertical length CE) equal income (the vertical length YE). 
Similarly, it can be said that Y is the only level at which 
savings and investment are in balance. 

Now suppose that the C + I curve shifts upward for some 
autonomous reasons. The new C r -{- I 7 curve intersects the 
45° line to give the new equilibrium level of income, Y,, at 
which consumption plus investment equal income and savings 
equal investment. E and E, are single positions of shifting 
equilibrium corresponding to levels of income Y and Y t — 
positions in which savings and investment are equal. Thus 
it is possible (and probably preferable for pedagogic reasons) 
to show the dynamic process of income determination di¬ 
rectly by use of the consumption and investment schedules. 
Yet neither this diagram nor any other so far presented tells 
us whether the equilibrium level of income is also a full- 

employment \eve\ of income. The equality of savings and 
i nvestment does not tell us wh km 

e mployment o r at less than full employm ent. The mere ab- 
sence ot any discrepancy between savings and investment 
is no guarantee that available resources (manpower and ma¬ 
terials ) are fully utilized in the production of consumption 

goods and investment goods. To this problem we shall now 
turn. 


Underemployment Equilibrium 

The classical notion of monetary equilibrium is one 
which savings flow automatically into an equal amount of 
vestment via interest changes to give a full-employment le' 
mcome. In modem conditions, however, it is more lik< 
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that the equilibrium of savings and investment is reached con¬ 
siderably below the full-emplovment level. The explanation 
for the likelihood of “underemployment equilibrium” is to 
be found in the plausible assumptions regarding the shapes 
of the strategic functions, namely, (a) the interest-inelastic 
investment function, (b) the interest-inelastic savings func¬ 
tion, and (c) the interest-elastic liquidity function. If the 
shapes of these functions are what they are believed to be, 
savings do not automatically flow into proportional invest¬ 
ment to give a full-employment equilibrium solution, no 

(A) I FUNCTION (B) S FUNCTION (C) L FUNCTION 



Fig. 19. Shapes of the Investment, 
Savings, and Liquidity Functions 


matter how flexible the cost-price structure may be. Figure 
19 shows the probable shapes of the above functions which 
account for the possibility of “underemployment equilibrium. 

In Figure 19 the vertical axis measures the interest rate in 
all cases, and the horizontal axis measures investment in (A), 
savings in (B), and liquid assets in (C). The I curve in (A) 
is the investment schedule, which is highly inelastic with 
respect to interest. This we know to be a good first approxima¬ 
tion, since there is in most cases no significant correlation 
between the interest rate and the volume of investment. The 
interest-inelasticity of the investment function implies that 
the propensity to invest cannot be expected to rise to inter¬ 
sect the propensity to save to give a full-employment equi- 
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librium level of income when the economy is in equilib¬ 
rium at less than full employment. In other words, there can 
be no automatic flow of savings into investment via a cheap- 
money policy to establish the savings-investment equilib¬ 
rium at full employment, as the traditional theory assumes. 

In Figure 19 (B) the S curve is the savings schedule, which 
is highly inelastic with respect to interest. As was shown 
earlier, this too is a realistic assumption, as far as the wealthy 
capitalistic economies are concerned. If people do not readily 
respond to interest changes, they may want to keep on saving 
even when investment opportunities are zero. Thus the in¬ 
terest inelasticity of the savings function implies that the 
propensity to save cannot be expected to fall if and when the 
investment function cannot be raised. The result is that the 
S curve and the I curve intersect to give the equilibrium level 
of income short of full employment. It might be thought that 
the savings function could be made more responsive to in¬ 
terest changes by the drastic raising or lowering of the in¬ 
terest rate, but then the liquidity function seems to be in the 
way. 

In Figure 19 (C) the L curve is the liquidity function, which 
is highly elastic with respect to interest at a low rate. This 
is due to the fact that the demand for liquid assets to satisfy 
the speculative motive becomes hypersensitive to interest 
changes at a very low rate. In other words, people are strongly 
inclined to demand an almost infinite amount of liquid as¬ 
sets when they expect to gain very little by lending or in¬ 
vesting their money, i.e., when the expected interest earnings 
on nonliquid assets are extremely low. If the L function is 
perfectly elastic, that is, horizontal straight, 9 it spells more 


0 If the demand for money to satisfy the “transaction” and “precautionary” 
motives is stronger than that for “speculative” reasons, the LhmcUon n^d 
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trouble for the economy. The interest-elastic liquidity func¬ 
tion has two disturbing implications for investment. First, 
the inducement to invest is discouraged by the depressing 
effect on the marginal efficiency of capital of the high rate 
of interest which must be paid to overcome a strong prefer¬ 
ence for liquidity. Second, the monetary authority cannot 
reduce the interest rate significantly by increasing the money 
supply to stimulate investment. Thus the investment func¬ 
tion may not rise to intersect the savings function at a break¬ 
even point high enough to give the full-employment equilib¬ 
rium level of income. 


CONSUMPTION 

a 

INVESTMENT 


INCOME 

Fig. 20. Underemployment Equilibrium 

The shapes of these functions indicate a strong likelihood 
that the investment function cannot be “induced” by in¬ 
terest changes even if full-employment equilibrium requires 
it. Figure 20 shows an “underemployment equilibrium” solu¬ 
tion. 

In Figure 20 the consumption plus investment schedule, 
C + I, intersects the 45° line at the break-even point of E, 
to give equilibrium income Y and also the equality of sav¬ 
ings and investment (the vertical distance between the 45° 
line and the C curve at the Y level of income). But the equi¬ 
librium income Y so given is by hypothesis short of full em¬ 
ployment income Y 0 . In order that the dynamic process of 
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adjustment may find an equilibrium solution at this full- 
employment level of income, the consumption-plus-invest¬ 
ment schedule must shift upward to intersect the 45° line 
at E 0> as shown by the dotted C' -|- Y schedule. Yet there is 
no likelihood that the investment function will automatically 
shift that way, the shapes of the investment, savings, and 
liquidity functions being what they are. Accordingly, the 
economy may find itself in equilibrium at underemployment 
income Y instead of at full-employment income Y 0 . 

It must be emphasized that this underemployment equi¬ 
librium refers to private investment only. If the investment 
function is a matter of “autonomous” public policy, it can 
be “planned” upward, and in just that degree which is neces¬ 
sary to insure the equilibrium of savings and investment at 
full-employment income Y 0 . Although full employment was 
not the objective, it so happened that the wartime public 
investment was increased “autonomously” (i.e., by Congres¬ 
sional action regardless of the level of income) at a rate 
which was compatible with full employment. In other words, 
the consumption plus government investment (the C + G 
curve) schedule was raised so high that its intersection with 
the 45° line gave not only the equality of savings and in¬ 
vestment but the full-employment equilibrium level of in¬ 
come as a matter of course. This does not mean that “au¬ 
tonomous” public investment is the only solution; on the 
contrary, our primary interest lies in the possibility of “in¬ 
ducing” private investment to increase to the desired level. 
Only when private investment cannot be “induced” to in¬ 
crease sufliciently to offset savings, must public investment 
be relied upon to supplement the private inducement to 
invest. Otherwise the economy is likely to find an equilib¬ 
rium solution short of full employment. 

Thus with the plausible assumptions regarding the shapes 
of the basic functions of the Keynesian system, it is not dif¬ 
ficult to show that “underemployment equilibrium” may be 
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the rule rather than the exception. If the investment func¬ 
tion, the savings function, and the liquidity function behave 
toward interest changes as they are believed to behave in 
modern conditions, underemployment equilibrium is difficult 
to avoid, no matter how flexible the price-cost structure may 
be or how perfect market competition may be in the classical 
sense. 10 The essential point of this discussion is that full em¬ 
ployment is not automatically assured as the traditional theory 
assumes. 

Determinants of Investment ^ 

We have seen that the levels of income and employment 
depend on the interaction of the propensity to invest and the 
propensity to save, or, more directly, on the movement of the 
consumption-plus-investment schedule. We have also seen 
that the propensity to consume is subject to various influences. 
Now it is necessary to investigate the underlying factors af¬ 
fecting the propensity to invest. The propensity to invest, we 
have seen, is nothing else than the demand for capital goods or 
capital assets. In our discussion of the interest rate we saw that 
the demand for capital, otherwise known as “the marginal 
efficiency of capital,” together with the given rate of interest, 
determines the volume of investment. Therefore, as a first ap¬ 
proximation, it is proper to investigate the factors that in¬ 
fluence the marginal efficiency of capital in order to under¬ 
stand why the propensity to invest is what it is. In this section 
we shall consider the major factors, other than the interest 
rate, that influence the marginal efficiency of capital. 

STATE OF BUSINESS CONFIDENCE 

“Business confidence” is the general expression for business¬ 
men’s subjective evaluation of the profitability of future in- 

10 A failure to recognize the shapes of these functions leads to the error 
of dismissing the savings-investment relation as incapable of producing cycli¬ 
cal disturbances. J. Schumpeter, e.g., argues that saving itself reduces the 
interest rate and so creates investment opportunities. (See his Business Cycles, 
McGraw-Hill, New York, i939, Vol. I, p. 188.) 
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vestment opportunities. Broadly, it epitomizes “hopes of 
profit” and “fears of loss.” More narrowly, the expression refers 
to businessmen’s estimates of the marginal efficiencies of vari¬ 
ous types of capital assets. As such, business confidence is an 
important factor influencing the propensity to invest and 
therefore the levels of output and employment. An under¬ 
standing of businessmen’s expectations is essential to a better 
grasp of the instability of the actual investment function in a 
free-market economy. 11 

We may distinguish between short-term and long-term ex¬ 
pectations. The former are the projections of recent experi¬ 
ences into the near future, while the latter concern “hopes” 
and “fears” of a lasting nature. Short-term expectations arise 
from events of the recent past which are regarded as a fairly 
reliable guide to what will happen in the near future. These 
expectations are based on such recent and “endogenous” in¬ 
fluences as prices, profits, the level of employment, the volume 
of sales, wage rates, interest rates, the money supply, and the 
availability of credit—influences within the economic system 
proper. The shorter the period under consideration, the 
greater is the feeling of certainty that the same conditions will 
prevail and the smaller the risk in going ahead with the in¬ 
vestment plans for that period. Therefore the marginal 
efficiency of capital based on short-term expectations is likely 
to be rather stable and the volume of current investment less 
volatile. But as businessmen look beyond what lies immedi¬ 
ately before them, they become less and less certain about the 
prospective rate of profit and more and more hesitant about 
undertaking new investments of a long-term nature. For any¬ 
thing can happen in the long run, as the common saying goes. 

Long-term expectations arise from such “exogenous” factors 
as the outbreak of war, the development of an existing war, 
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probabilities of peace, the size and composition of population, 
innovations and inventions, the coming into power of certain 
political parties, trends of the labor movement, and political 
and economic policies abroad. These factors often impel busi¬ 
nessmen to change their investment plans drastically. Hopes 
of profit and fears of loss are greatly accentuated by the un¬ 
certain, unpredictable nature of “exogenous” influences, com¬ 
ing as they do largely from outside the economic system over 
a period of years. Businessmen must expect all lands of 
“surprises” in the long run. Obviously no one can accurately 
estimate the prospective rate of profit over the distant future. 
The marginal efficiencies of particular types of capital might 
be reduced to zero, if, for instance, some great innovation 
took place in the course of time to render particular enter¬ 
prises obsolete. Who could have foreseen that the emergence 
of an automobile industry would wipe out all the investment 
opportunities associated with the “horse and buggy” enter¬ 
prise? 

Apart from the distinction between short-term and long¬ 
term expectations, “the outstanding fact,” as Keynes puts it, 
about businessmens calculation of the prospective rate of 
profit is that it is based on the uncertain knowledge of the 
future. 12 This uncertain knowledge about the future is not 
an epistemological generalization, but a reflection of the un¬ 
planned nature of a market economy. Volatility in investment 
activity is inevitable whenever and wherever investment 
decisions are left to the influences of “animal spirits/ wish¬ 
ful thinking,” and other subjective reactions of a speculative 
nature. Fluctuations in the state of business confidence, how¬ 
ever caused, also account for the intensity of business cycles. 
Business organization on a corporate basis (separation of 
ownership and management) only aggravates risk and un¬ 
certainty, and therefore exaggerates the “speculative” motive 
for liquidity and the instability of the propensity to invest. 

12 General Theory, p. 149. 
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CHANGES IN THE TAX STRUCTURE 


The private inducement to invest may be affected also by 
changes in the tax structure. The downward revision of taxes 
on corporations, corporate income, and business property is 
believed to be necessary to stimulate “investment incen¬ 
tives.” 13 We are not now concerned with whether such taxes 
ought to be reduced; rather we are interested in considering 
tax changes as a plausible factor in investment decisions. 
Taxes have many repercussions, some political, some social, 
and others purely economic, but we shall isolate the reper¬ 
cussion on the inducement to invest. It is said that the corpora¬ 
tion income tax, for example, is detrimental to business in¬ 
centive on the ground that it not only strikes immediately at 
profits but also increases the risk in new investment. 14 The 
basis for this argument is that the government shares in 
prospective corporate earnings but not in losses. In all cases 

the deflationary effect of taxes on business incentive is 
stressed. 15 


Take, for example, the possibility of the revision of the 
present corporation income tax with respect to depreciation 
charges. It is said that the present method (i.e., “straight- 
line” ) of calculating depreciation charges should be replaced 
by the principle of “accelerated depreciation.” According 
to the straight-line” method, taxable corporation income 
is large even if there are small earnings to absorb deprecia¬ 
tion. Suppose that a corporation acquires a $1,000 asset with 
a useful durability of 20 years. Under the existing arrange- 
ment, the corporation is allowed to deduct from its annual 
eanungs $50 for 20 years. But under the proposed plan based 
on the principle of accelerated depreciation, the corporation 
would be allowed to write off the entire book value of the 

13 Cf. J. w. Angell, op. dt., pp. 27S-278. 

of the Corporation Income ^ 
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$1,000 asset within the first few years by deducting, say, $200 
annually for 5 years. This plan is believed to have the effect 
of encouraging more prompt replacement of capital assets 
(by releasing funds for replacing the obsolete equipment) 
and also of reducing the risk involved in the purchase of 
new capital assets. The general idea is that such a plan, if 
adopted, would permit corporations to increase depreciation 
rates so that the higher depreciation charges allowed would 
reduce taxable income during the early years of life of dur¬ 
able assets. Whether this plan would actually have a stimu¬ 
lating effect on new investment is of course a matter of con¬ 
jecture. But it is one of the many possibilities aimed at stimu¬ 
lating investment incentive. 

It is difficult in fact to isolate the effect of taxes on the in¬ 
ducement to invest, since other effects are also in operation. 
If, for instance, the increasing effect of low taxes on invest¬ 
ment is offset by the decreasing effect of high taxes on con¬ 
sumption, the net result may be zero as far as aggregate in¬ 
come and employment are concerned. It is quite possible that 
the government may have to tax low-income groups more 
heavily for revenue reasons in order to stimulate the private 
inducement to invest via low business taxes. If we can over¬ 
look other effects and implications, we can probably say that 
low taxes tend to raise the marginal efficiency of capital on 
new investment. On the other hand, it is also probable that 
many kinds of investment are tax-inelastic. It is said, for 
example, that as long as the marginal tax rate (i.e., an extra 
amount of income paid in taxes) is less than unity, invest¬ 
ment decisions based on profit maximization are independent 
of the income tax structure. 10 The most that can be said for 
low taxes on business is that in so far as profits aftei taxes 
serve as a satisfactory measure of anticipations, such taxes 
will have the effect of raising the marginal efficiency of capital 
and therefore of shifting the investment function upward. 

10 On this point see L. R. Klein, op. cit., p. 171. 
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CHANGES IN WAGE RATES 


Changes in money wages, however brought about, may 
affect the propensity to invest conceivably through their in¬ 
fluence on (a) the state of business confidence, (b) the in¬ 
terest rate, and (c) net foreign balances. We have already 
seen that because of the interest elasticity of the liquidity 
function any increase in the money supply due to a general 
reduction of wages (i.e., a reduction in the demand for cash 


balances) will not lower the interest rate significantly enough 
to stimulate investment. Nor will a general rise in money 
wages (i.e., an increase in the demand for cash balances) 
have the effect of raising the interest rate appreciably to 
discourage investment. But a general reduction of money 
wages might lead to lower interest rates if the liquidity func¬ 
tion were relatively inelastic due to a preponderance of the 
transaction and precautionary motives. Investment would be 
stimulated to this extent. 


As for the effect of wage reductions on net foreign balances, 
there seems to be little doubt that domestic investment will 
be stimulated at least in the short run. For a general decline 
in money wages has the effect of lowering costs and prices 
and therefore of stimulating exports on the one hand and 
discouraging imports on the other. If a favorable balance of 
trade follows from the shift of domestic demand from im¬ 
ports to home goods as well as from increased exports—due 
to the lower costs and prices at home—domestic investment 
will be expanded. It would not be amiss to add, however 
that the supposed benefit of wage reductions on domestic 
investment presupposes the stability of the foreign exchange 
market and the absence of foreign retaliatory action. 

Wage changes also affect investment via their influence 
on the marginal efficiency of capital.” It is often supposed 
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that a “once and for all” decline in money wages may prove 
stimulating to investment. But such a change in money wages 
may prove inadequate or impracticable, since a “once and 
for all” decline is likely to lead in fact to a series of deflationary 
wage spirals. If a general rise in money wages is expected to 
continue, businesses are likely to make investment outlays 
now rather than later. Conversely, a series of downward 
wage spirals tend to make businesses postpone current in¬ 
vestment until wages have hit rock bottom. In this case wage 
decreases reduce the marginal efficiency of capital, for the 
prospective rate of profit would be lower the more general 
the postponement of purchases of capital goods became in 
anticipation of further wage decreases. Thus it is by no means 
obvious that downward wage adjustments will necessarily 
increase the volume of current investment. Even if we make 
the favorable assumption that general wage reductions have 
the effect of stimulating investment incentives, we cannot 
be sure of the net result of such wage changes. For it is 
conceivable that the favorable effect of downward wage ad¬ 
justments on the propensity to invest may be more than offset 
by the adverse effect of such wage changes on aggregate de¬ 
mand. 

Our discussion of the effect of wage changes on the pro¬ 
pensity to invest would be more meaningful if we took into 
account the effect of wage changes on the propensity to 
save. For simplicity we may construct two models, one in 
which wage decreases lead to an upward shift of the invest¬ 
ment schedule and a downward shift of the savings schedule, 
and the other in which wage decreases lead to an upward 
shift of the investment schedule and an upward shift of the 
savings schedule. Figure 21 illustrates these two cases. The 
investment schedules are drawn to be relatively income- 
inelastic (i.e., more or less “induced”). The savings schedules 
are assumed to be income-elastic but less than unity (to be 
compatible with the requirement of stable equilibrium). 
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In Figure 21 (A) the wage reduction in question has shifted 
the investment schedule from l 1 to I 2 upward and the savings 
schedule downward to the right from S! to S 2 . Before the 
wage reduction the two schedules intersected at E x to give 
equilibrium income Y x , but after the wage reduction the 
savings-investment equilibrium occurs at E 2 to give the Y 2 
level of income. If general wage cuts actually had these 
effects on the propensities to invest and to save, high levels 
of income and employment could be obtained simply by 
reducing wages as the classical theory supposed. But there 
is reason for grave skepticism, for model (B) seems to be 
more realistic than model (A). 


(A) (B) 



Fig. 21. Possible Effects of General Wage 
Reductions on the Propensities to 

Invest and to Save 


In Figure 21 (B) we again make the favorable assumption 
that the wage reductions have shifted the investment func¬ 
tion upward to the left as in (A). But this time the savings 
function is shown to have shifted upward also. The result 
is lower income Y 2) and inferentially a lower level of employ¬ 
ment. Although the upward shift of the investment function 
may appear plausible, is the upward shift of the savings 
function a realistic assumption? The answer may be that the 
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consumption function falls as a result of general wage re¬ 
ductions. A reduction in the total wage bill would certainly 
lead to a decrease in the amount of consumption expendi¬ 
tures, but why should the consumption function be supposed 
to fall? The consumption function would fall if the general 
wage cuts gave rise to a perceptible alteration in the dis¬ 
tribution of income. The kind of general wage cuts needed 
to raise the investment function could very well involve 
such a change in the distribution pattern. For this reason an 
upward shift of the savings function is within the bounds of 
possibility. 

Though there is among businesses a presumption in favor 
of wage decreases on the grounds of cost , the full impact of 
such wage changes on the propensity to invest and therefore 
on the volume of investment depends on their effect on ag¬ 


gregate demand. There is no simple correlation between wage 
changes and investment, since wages are at once cost and 
demand. If wage cuts reduce aggregate demand more than 
they increase investment, aggregate income and employment 
must necessarily decline. In jargon, an upward shift of the 
investment function accompanied by an upward shift of 
the savings function inevitably leads to underemployment 
equilibrium. Until and unless it is demonstrated that wage 
reductions lead to an upward shift of the investment function 
and a downward shift of the savings function, the supposedly 
beneficial effect of wage reductions on investment and em¬ 
ployment will remain doubtful. Since investment decisions 
depend on many factors besides cost and demand, the net 
result of wage changes is indeterminate as far as the induce¬ 
ment to investment is concerned. 


CAPITAL ACCUMULATION 

Another factor of great importance affecting the induce¬ 
ment to invest is capital accumulation. For the present pur¬ 
pose we mean by “capital accumulation” the production of 
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real physical fixed capital, that is, plant and equipment. This 
is the sense in which Keynes uses the concept of capital ac¬ 
cumulation in his long-run analysis. He uses the plural “ac¬ 
cumulations” to refer to the stock of fixed capital that has 
grown over time. Capital accumulation in this narrow sense 
may be taken as a constant in the short run, since the produc¬ 
tion of new plant and equipment in such a period is supposed 
to proceed at the same rate as that at which the old ones are 
wearing out. If, in other words, no more fixed capital is re¬ 
quired per unit of final output, capital accumulation makes 
no difference to the marginal efficiency of capital and there¬ 
fore to the volume of new investment. But a highly developed 
economy like the American economy is capable of accumulat¬ 
ing capital (in the narrow sense) in the longer period and at 
full employment to such an extent that the specter of super¬ 
abundant capital threatens to reduce the “scarcity-value” of 
capital to zero. Keynes alluded to such a possibility when he 
asserted that there are no “intrinsic” reasons for the dearth 
of capital, as classical economists supposed. 18 Available evi¬ 
dence seems to support the view that the capacity to ac¬ 
cumulate capital in the United States is so great that the 
marginal efficiency of capital may fall even below the prac¬ 
tical minimum rate of interest. 10 This is the famous theory, 
m a nutshell, of the declining tendency of the marginal 

efficiency of capital—a theory often considered common to 
Keynes and Marx. 20 

The disturbing thing about capital accumulation is that 


18 General Theory, p. 370. 
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when the stock of capital increases in quantity or changes 
in composition, the marginal efficiency of capital or the 
expected rate of profit tends to fall faster and more than the 
institutionally rigid rate of interest, so that the volume of 
new investment must decline. Then “abundance of capital" 
truly interferes with “abundance of output” as Keynes con¬ 
sidered inevitable under laissez faire. 21 It is therefore in the 
long run and in the advanced capitalistic economies that 
capital accumulation tends to wipe out profitable investment 
outlets for what people wish to save out of full-employment 
income. For this reason many persons have come to believe 
that the rate of investment should be publicly regulated, to 
avoid or minimize the otherwise inevitable conflict between 
“abundance of capital” and “abundance of output.” 

It is easy to show diagrammatically how capital accumula¬ 
tion lowers the rate of profit even below the going rate of 
interest, and how the lower rate of profit leads to a downward 
shift of the schedule of the marginal efficiencies of all pos¬ 
sible types of capital and therefore to a decline in the volume 
of investment. Figure 22 is such an attempt. 

In Figure 22 (A) the vertical axis measures the profit rate 
and the interest rate, while the horizontal axis measures the 
growth of the capital stock. The D curve is the investment 
demand schedule, which is assumed to be relatively inelastic 
with respect to interest. With a capital stock of OC,, the 
rate of profit (the marginal efficiency of capital) is Or v When, 
however, the capital stock doubles, as measured by the 
horizontal length OC 2 , the rate of profit is only Or 2 , which 
is shown to be below the going rate of interest, r (probably 
around 2% per cent). Unless the interest rate falls to the 
Or 2 rate, the OC 2 capital stock cannot be maintained; that 
is, the growth of the stock of capital must stop or else the 
marginal efficiency of capital will fall farther. OC is the equi¬ 
librium output of capital goods, since the interest rate and 

21 General Theory, pp. 219-220. 
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the profit rate (r) are identical, thus indicating that the 
marginal efficiency of capital has no tendency to change above 
or below the interest rate. If, however, the interest rate does 
not fall below Or for some institutional reasons even in the 
face of the doubling of the capital stock, the investment de¬ 
mand schedule must shift to the left and the volume of in¬ 
vestment must decline, as shown in Figure 22 (B). 


(A) (B) 



CAPITAL STOCK INVESTMENT 

Fig. 22. Capital Accumulation and the 

Rate of Profit 

TECHNOLOGICAL DEVELOPMENTS 

Technological developments of certain kinds are conducive 
to the propensity to invest. Historically, technological in¬ 
novations and inventions gave incessant impulses to invest¬ 
ment during the heyday of laissez-faire capitalism. 22 We look 
back nostalgically to that “extraordinary episode” of the 
electrical and automobile age in the United States, and won¬ 
der if such great innovations will occur to open up vast in¬ 
vestment opportunities again. In a dynamic economy like 
that of the United States all kinds of innovations and in- 
ventions are taking place all the time, but the crucial question 
is whether these changes in technology are such as to stimu¬ 
late the inducement to invest. On this question there is no 
agreement even among technological experts, not to men- 

22 See J. Schumpeter, op. cit. 
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tion economists. While even the recent past is no accurate 
guide to future technological advance, the record of inter¬ 
war innovations is none too encouraging to the inducement 
to invest. 23 

The kind of changes in technology that can shift upward 
the propensity to invest are those of a “capital-using” nature. 
That is to sav, innovations should be such as to require more 
capital per unit of output. This is what some call a “deep¬ 
ening of capital.” If, on the other hand, technological de¬ 
velopments are of “capital-saving” nature, as they are be¬ 
lieved to have been in recent years, then the inducement 
to invest will not be stimulated. The reason for this is simply 
that less capital is required per unit of output when innova¬ 
tions result merely in an increase in productivity without 
making net additions to existing equipment. A case in point 
is the kind of innovations that reduce the rate of deprecia¬ 
tion and obsolescence and therefore the demand for new 
capital goods which would otherwise be needed to replace 
the old. Thus it is only those changes in technology that are 
“capital-using” in character that are relevant to the induce¬ 
ment to invest. Needless to say, the impact of technological 
developments on investment is felt more in the longer than 
the shorter period. More will be said about this question in 
connection with secular investment. 


POPULATION GROWTH 


Changes in the size and composition of population also 
affect in the long run the inducement to invest. 24 A growing 
population is a presumption in favor of expanding invest¬ 
ment opportunities, since it calls forth a “widening of capital, 
i.e., more capital pari passu with increasing output. A sta- 


23 Cf. Temporary National Economic Committee, Monograph No. 22, 

W MCf nR Kevncs? “ Some Economic Consequences of a Declining Population 
Eugenics Review, April, 1937; Hansen, “ Economic Progress ^ “mg 
Population Growth,” American Economic Review, March, 1 
Reddaway, The Economics of a Declining Population (London, George 

Unwin Ltd., 1939). 
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tionary or declining population, on the other hand, signifies 
a decline in the demand for housing, furniture, and many 
“capital-using” durable consumer goods. The marginal ef¬ 
ficiency of capital will fall if the stock of capital accumulates 
relative to a stationary population. There is evidence that 
the rate of population growth is declining, at least in the in¬ 
dustrially advanced Western countries. The marginal effi¬ 
ciencies of particular types of capital are affected by the 
changing composition of population. Thus a marked decline 
in the number of children and a similar increase in the number 
of the aged will affect the long-term investment plans of those 

goods and services designed 

for these age groups. 

The significance of the effect of a declining population on 
investment is that the demand for capital goods cannot be 
maintained at a high level continuously, unless a decline in 
consumer demand incident to a declining population is more 
than offset by a higher standard of living, a fall in the interest 
rate, or some other favorable changes. A higher standard of 
living implies an increase in the demand for luxuries, but 
since the demand for luxuries is typically elastic, the de¬ 
mand for new investment cannot depend on this source for a 
continuous, steady stimulus. Nor can the interest rate be 
counted on for offsetting a decline in the rate of profit, es¬ 
pecially in those countries in which the interest rate has al¬ 
ready fallen to what is regarded as an irreducible minimum. 
Nor yet can technological developments be expected to be 
always of a “capital-using” nature. In these circumstances 

therefore a declining population is bound to depress the in¬ 
ducement to invest 


enterprises producing specific 
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The Multiplier and Acceleration 

Theories 






THE MULTIPLIER and acceleration theories are indis¬ 
pensable tools in business-cycle analysis. They are helpful 
not only for an understanding of the dynamic process of 
income formation, but also for policy making with respect 
to the stabilization of aggregate demand. The multiplier the¬ 
ory explains the cumulative effects of changes in investment 
on income via their effects on consumption expenditures; 
while the acceleration theory has to do with the expanded 
demand for capital goods derived from net changes in the 
demand for consumer goods. These theories together help 
to clarify much of the mystery surrounding the processes of 
the expansion and contraction of income. 


The Multiplier Theory 

The idea of the multiplier originated as an explanation of 
the favorable effects of public investment on aggregate em¬ 
ployment, 1 but it has become part of the general theory ot 

t For the original formulation of the multiplier 
“The Relation of Home Investment and Unemployment, Econovuc Journal, 

XLI, 1931. 
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the dynamic process of income propagation due to any in¬ 
jection of purchasing power coming from outside current in¬ 
come. More specifically, the concept of the multiplier is de¬ 
rived from the concept of the marginal propensity to con¬ 
sume and refers to the effects of changes in capital outlays on 
aggregate income through their effects on the demand for 
consumer goods. 2 


CONCEPT OF THE MULTIPL 


ID* 


3 


Since the multiplier principle has to do with the effects of 
changes in investment on consumption expenditures, it is 
no surprise that the multiplier should be related to the 
marginal propensity to consume or to its inverse, the marginal 
propensity to save. The value of the multiplier is in fact de¬ 
termined by the marginal propensity to consume. The multi¬ 
plier is the ratio of the change in income to the change in in¬ 
vestment. This ratio will be higher the higher the marginal 
propensity to consume. If the marginal propensity to consume 
is equal to one-half, the value of the multiplier is 2. If it is 
equal to two-thirds, the multiplier is 3. And so on. The 

general formula for the multiplier is K =- - -where 

r 1 — dC/dY, 

K stands for the multiplier and 1 — dC/dY for the marginal 
propensity to save. In other words, the multiplier is nothing 
else but the reciprocal of the marginal propensity to save 
Thus we can write: 


* £ 0r theor « tical fisciissions of the multiplier principle and its application, 
ee Keynes, General Theory, pp. 113-131; Hansen, Fiscal Policy and Busi¬ 
ness Cycles, pp. 2 ®5-274; P. A. Samuelson, “Interactions betweS the Multi- 

?! ie ,L Ana ! y , S,S ?ISL the Pnnc, P le of Acceleration,” Review of Economic 
Statistics, May, 1939;; J. M. Clark, “An Appraisal of the Workability of Com- 
pensatoiy Devices American Economic Review, March, 1939- R. M. Good- 

• C ^ tiplie r» iT L?^ e New Econo ™ics, pp. 482-499- A. Smithies, 
Keynesian Economics: The Propensity to Consume and the Multiplier^ 

W May. 1948; F. Machlup, “Period Analysis and 

v * < ^t Q £? rhj of Economics, November, 1939; G. 

Theory of the ‘Multiplier’: A Methodological Criti- 

^93^202^ n€S * yde The0ry (Blakiskon ’ Philadelphia, 1944), 
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Change in total income = ^ _ ^/dY ^ change in investment 


If we know the value of the marginal propensity to con¬ 
sume, it is not difficult to estimate by how much an increase 
(or decrease) in aggregate investment will increase (or de¬ 
crease) aggregate income. Although a precise knowledge of 
the actual value of the marginal propensity to consume is 
required for accurate forecasting, we may assume various 
marginal propensities to consume for theoretical purposes. 3 
Table II gives the results (logical) of hypothetical marginal 
propensities to consume and the corresponding multipliers 
in terms of the initial and ultimate increases in income. 


Table II. The Multiplier, Consumption, and 

Income 


Marginal 

Propensity 

to 

Consume 

Multiplier 

Investment 
(Multiplicand) 

Induced 

Consump¬ 

tion 

Initial 

Increase 

in 

Income 

Final 

Increase 

in 

Income 

0 

or 50% 
%, or 65% 
y 4 , or 75% 

1, or 100% 

1 (unity) 

2 

3 

4 

infinity 

$10.0 b. 
$10.0 b. 
$10.0 b. 
$10.0 b. 
$10.0 b. 

$0 

$5.0 b. 
$6.5 b. 
$7.5 b. 
$10.0 b. 

$10.0 b. 
$15.0 b. 
$16.5 b. 
$17.5 b. 
$20.0 b. 

$10.0 b. 
$20.0 b. 
$30.0 b. 
$40.0 b. 

infinity 


When the marginal propensity to consume is zero, the mul¬ 
tiplier is unity and the induced consumption expenditures 
are zero. In this case, since nothing is spent out of the extra 
income from the initial investment, the change in investment 
has a zero multiplier effect on aggregate income; income in¬ 
creases only by the amount of the change in investment,* 
i.e., $10 billion. Such a case is conceivable when the recipients 
of the $10 billion pay their bank debts or let the income 
“leak out” some other way instead of spending most or part 


a The actual value of the multiplier in the United States has been estimated 
Mifflin, Boston, 1947, p. 407.) 
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of it If the marginal propensity to consume is equal to 
one-half, that is, if the income recipients generally spend 
half of the extra income earned, the multiplier is 2, the in¬ 
duced consumption expenditures $5 billion, the initial in¬ 
crease in aggregate income $15 billion (10 + 5), and the 
final income, over time, is $20 billion (10 X 2). The multi¬ 
plier of 3 is perhaps the most realistic figure for the United 
States in normal times. If so, every dollar considered as a 
new injection of purchasing power will increase income three 
times that initial outlay through the process of respending 
on a two-thirds basis. In the above example the $10 billion 
increase in investment leads to the $30 billion increase in 
aggregate income. 

If the marginal propensity to consume is assumed to be 
1, or 100 per cent, the result may prove “explosive.** For the 
initial dollar invested will emerge and re-emerge as $1 of 
consumption expenditures, and result in an infinite increase 
in income, given sufficient time. Such a situation is quite con¬ 
ceivable during a hyperinflation, since income recipients try 
to spend money as soon as they receive it and since con¬ 
sumption is increased by as much as income increases. But 
fortunately this explosive situation is an exception to the 
general rule. In the actual world, people ordinarily spend 
somewhat less than the increment in income, so that the final 
increase in income due to a sequence of respendings is finite. 

PROCESS OF INCOME PROPAGATION 

Thus far we have neglected time lags by assuming in¬ 
stantaneous adjustments. We must now investigate how the 
initial investment leads, over time , to an increase in income 
many times that initial outlay. For this purpose the step-by- 
step or “sequence analysis” is useful; but this method of 
analysis is not to be taken for a description of the actual 
change in income resulting from the change in investment. 
The sequence analysis is simply an analytical device to show 
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a “motion picture” of income propagation under certain as¬ 
sumptions. 

The first thing to recognize is the fact that it takes time 
for the impact of the initial investment to make itself felt 
throughout the whole economy. Suppose that $10 billion 
is newly injected into the spending stream. Those producing 
investment goods receive incomes equal to $10 billion, and 
spend most of those incomes on consumption, the amount 
of additional spending depending on their marginal pro¬ 
pensity to consume. Suppose that all income recipients have 
the same marginal propensity to consume, say, one-half, or 
50 per cent. In the first “round” $5 billion is spent by those 
producing the $10 billion investment goods, as they receive 
an equivalent amount of income in the forms of wages, in¬ 
terest, rents, profits, etc. Now the consumption-goods in¬ 
dustries get the $5 billion to pay out again in the forms of 
wages, interest, etc., to those producing the consumer goods 
which were bought in the first round. In other words, the 
$5 billion spent on consumption in the first round has re- 
emerged as an equal amount of income. The recipients of 
the $5 billion income will by hypothesis in turn spend half 
of that income on consumption, namely, $2.5 billion. 

The transition from one round to another may well take 
two or three months. This interval of time between consump¬ 
tion respendings is the multiplier or propagation period . As 
we move from one round to another, the initial expenditures 
give rise to a dwindling series of successive additions to 
income, as long as the marginal propensity to consume 
is between zero and one. With a marginal propensity to 
consume of one-half, the initial $10 billion investment wifi 
give rise to an income of $5 billion in the first round, $2.5 
billion in the second, $1.2 billion in the third, and so on, 
until the final increase in aggregate income amounts to 
$20 billion. Table III shows the process of income propagation 

in its simplest form. 
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Table III. Process of Income Propagation 

(dC/dY = %) 


Initial 

Invest¬ 

ment 

Successive Consumption Respendings 

Final 

Increase in 
Income 

0 

1 

2 

3 

4 

$10.0 b. +$0 


+ $2.5 b. 

+ $1.2 b. 


=$19.3 b 


Table III shows that after the fourth round the $10 billion 
investment has increased aggregate income by nearly $20 
billion, given a marginal propensity to consume of one-half. 
If each round consists of 2 months and 4 rounds are involved, 
it will take about 8 months for a capital outlay of $10 billion 
to increase income by nearly $20 billion. If the multiplier 
is 3, the average respending period 2 months, and 5 rounds 
are involved, the needed adjustment period will be about 
10 months. It goes without saying that in order to maintain 
the new level of income, i.e., $19.3 billion plus income from 
the previous period, investment must be increased continu¬ 
ously at the rate of $10 billion. Otherwise income will return 
to the old level. 

The multiplier effects of investment on income can also 
be shown diagrammatically, that is, in terms of equilibrium 
adjustment. Figure 23 illustrates such an adjustment. The C 
curve is drawn according to our assumed marginal pro¬ 
pensity to consume of one-half (a curve with slope of 0.5 
at all levels of income). The investment schedule (the C -f I 
curve) is merely superimposed on the C curve. The old 
equilibrium level of income is Y,. We now make the assump¬ 
tion that the propensity to invest rises for one reason or an¬ 
other so that an amount equal to the vertical distance between 

Tif 1 and ^ + V curves can be in vested continuously. 
The C' +1' curve represents this new investment schedule. 

This new consumption-plus-investment curve intersects the 

45° line at E 2 to give new income Y 2> which is greater than 
the old income by Y,Y 2 , which is in turn twice the difference 
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between the C -f- I and C' +1' curves. Thus, given a marginal 
propensity to consume of one-half and therefore the multi¬ 
plier of 2, the increase in investment (the vertical distance 
between the C + I and C' +1' curves) leads to the increase 
in income from Y x to Y 2 , or twice the initial outlay. 



INCOME 

Fig. 23. Multiplier Effect of Investment 

on Income 


THE MULTIPLIER AND PUBLIC INVESTMENT 

Although the multiplier refers to any type of investment 
considered as an injection of new purchasing power, it ap¬ 
plies to loan-financed public investment with unequaled 
force. In the nature of the case public investment is “au¬ 
tonomous” of the profit-maximization principle. This does 
not, of course, mean that public investment is never self- 
liquidating, but it does mean that public investment is free 
from the restricting influence and vagaries of the profit mo¬ 
tive. Since a steady and adequate “injection” is necessary 
for the multiplier to have positive and sustained effects on 
income and employment during depression periods, con¬ 
siderations other than profit maximization are essential to 

the unimpeded operation of the multiplier. 

There is no reason why public investment should not be 
wealth- as well as employment-creating, but in bad years 
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the community may consider the latter aspect of public in¬ 
vestment more important. It is often feared that public in¬ 
vestment may have such adverse “tertiary” effects on private 
investment as to offset the beneficial repercussions of the 
multiplier on private consumption. A large and growing 
public debt, unbalanced budgets, and wasteful, foolish, or ex¬ 
travagant spending attributed to public investment, whether 
right or wrong, may nevertheless impair business confidence 
and therefore lower the marginal efficiency of capital. It is 
difficult to determine the net ‘leverage” effects of loan- 
financed public investment, because of the complex reper¬ 
cussions it may have on consumption and private invest¬ 
ment. Perhaps the acceleration theory may help elucidate 
this point. 


The amount of public investment is not only controllable, 
but also capable of expansion to such an extent as to make 
the multiplier operate with greater force than would other- 
wise be possible. The government is in a better position to 
inject new purchasing power into those channels which will 
have the greatest multiplier effect on income and employ¬ 
ment, namely, those strategic spots of the income stream 
where the marginal propensity to consume is high (or the 
marginal propensity to save is low). For if a large portion of 
public investment became income of people with low mar¬ 
ginal propensities to consume, the multiplier effect of such 
public investment on income and employment would be 
correspondingly smaller. By directing new purchasing power 
into the proper channels the government can prevent it 
from leaking out ’ of the spending stream. Furthermore, the 
government is capable of timing public investment in such a 
way as to let the multiplier principle have its full and free play. 
The following considerations might be useful for the counter¬ 
cyclical timing of public investment in general and of public 
works in particular. 


Countercyclical public investment, if it takes the form of 
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public works, should be postponed until the economy is out 
of inflationary full-employment conditions. Otherwise the 
multiplier effect of public investment on effective demand 
would be dissipated in higher prices. At less than full employ¬ 
ment, on the other hand, an increase in investment has the 
effect of increasing output and employment not only in the 
capital-goods industries but also in the consumption-goods 
industries. How much less than full employment should the 
economy have before starting fruitful public investment proj¬ 
ects? Experience suggests that antidepression public works 
projects should be started as soon as employment has de¬ 
clined below an objectively defined minimum that is un¬ 
avoidable for frictional reasons. In conservative terms this 
might mean that compensatory public investment should be 
started as soon as the unemployment figure has reached 3 
million, or 5 per cent of a labor force of 60 million, with 2 
million or so taken as an adequate allowance for frictional 
unemployment.” Humanitarian considerations and political 
pressures may in some countries force the government to 
launch antidepression public investment on the basis of a 
smaller minimum figure, that is, less than 5 per cent of a 


labor force. . , . 

Most business cycle students seem agreed on the desirabil¬ 
ity of concentrating a vigorous program of public investment 
projects during the first years of a recession, on the ground 
that such timing would avert a serious depression or pro¬ 
tracted mass unemployment that might result from the re¬ 
verse operation of the multiplier, as shown in the following 
section. The thing to avoid in this regard is a “wait-and-see 
attitude that would only enhance the danger of missing the 
boat” while debating whether the recession is serious enough 
to warrant a bold program of public investment; or that at 
best might lead to an anemic “shot-in-the-arm on the way 

to chronic unemployment. To get around such 

may be wise to maintain a permanent shelf of pub 
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projects” ready to be set into motion whenever needed, or to 
set up an “extraordinary budget” to take care of counter¬ 
cyclical public expenditures without depending on a regular 
budget geared to long-range welfare and developmental 
public projects. These, however, are matters for technical 
research. These and other considerations concerning the 
proper timing of public investment should be studied for 
the maximum effect of employment-multiplier operations. 

Thus, though there is no difference in principle between 
the multiplier effect of public investment and that of private 
investment, there may be significant differences between 
them in fact It is a matter for empirical research, however, 
to discover what the multiplier for any particular public in¬ 
vestment project is in a given period. Whatever the multi¬ 
plier may happen to be, public investment policy will be 
guided increasingly by the multiplier as well as by accelera¬ 
tion analysis. For it is in the field of public investment that 
the multiplier analysis serves as a most fruitful and effective 
guide to policy. This does not, of course, preclude the applica¬ 
tion of the multiplier principle to other fields in which in¬ 
vestment is instrumental in injecting new purchasing power 
into the spending stream. 

REVERSE OPERATION OF THE MULTIPLIER 

The multiplier operates backward or forward, depending 
on the direction of the initial change in investment. If, for 
example, investment decreases by $10 billion, those engaged 
in the production of consumer goods will have that much 
less income than before. With a marginal propensity to con¬ 
sume of one-half and a multiplier of 2, consumption expendi¬ 
tures would keep declining on a 50 per cent basis in each 
round until aggregate income decreased by $20 billion. Thus 
the initial reduction in investment precipitates the reverse 
operation of the multiplier. With a marginal propensity to 
consume of four-fifths, or 80 per cent, the ultimate decline of 

a 
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income would be $50 billion. Thus the higher the marginal 
propensity to consume, the greater the value of the multiplier 
and the greater also the cumulative decline of income. In 
other words, a community with a high propensity to save 
is hurt less by the reverse operation of the multiplier than 
one with a low propensity to save. The effects of the decrease 
in investment on income in these two cases are shown in 
Figure 24. 


(A) 

MPS- 1/2, OR 50%; K-2 


(B) 

MPS* 1/5, or 20%; K-5 



Fig. 24. Effects of the Decrease in In¬ 
vestment on Income, with Different 
Marginal Propensities to Save 


In both (A) and (B) the investment schedules are drawn 
to be horizontal straight to indicate the autonomous nature 
of investment. In (A) the savings curve slopes upward in 
such a way as to indicate a marginal propensity to save of 
one-half, and in (B) it is flatter to designate a marginal pro¬ 
pensity to save of one-fifth. In both cases the decline in in¬ 
vestment is assumed to be the same, as measured by the 
distance between the two investment curves, I, and I 2 . The 
equilibrium level of income given by the intersection of the 
savings curve and the new (dotted) investment curve is 
much lower down from the initial level in (B) than in (A). 
With a marginal propensity to consume of four-fifths, or 
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80 per cent (inverse of the marginal propensity to save of 
one-fifth), the ultimate decline of income would be $50 bil¬ 
lion. On the other hand, with a marginal propensity to con¬ 
sume of one-half, or 50 per cent (inverse of the marginal 
propensity to save of one-half), the ultimate decline of in¬ 
come would be $20 billion. The $50 billion decline in income 
corresponds to the horizontal length YjY 2 in (B), and the 
$20 billion decline in income is reflected in the distance be¬ 
tween Yj and Y 2 in (A). These declines in income are on the 
assumption that the initial decline in investment is $10 bil¬ 
lion in both cases, as measured by the distance between the 
old, solid investment curve and the new, dotted investment 
curve. The horizontal length YjY 2 in (A) will be found to 
be exactly twice the vertical distance between the two invest¬ 
ment curves. This conforms to our previous explanation that, 
with a marginal propensity to consume of one-half and there¬ 
fore with the multiplier of 2, a $10 billion investment outlay 
leads to an ultimate income of $20 billion. Similarly, the 
horizontal length YjYo in (B) equals five times the vertical 
distance between the two investment curves. This is so 
because the marginal propensity to consume involved is 
equal to four-fifths and the multiplier involved is 5. 

Thus we can say that the initial decline in investment will 
have a more devastating effect on the levels of income and 
employment when the marginal propensity to consume is 
high (or when the marginal propensity to save is low) than 
when the marginal propensity to consume is low (or when 
the marginal propensity to save is high). It follows that the 
cumulative decline of income is likely to be greater, with a 
given decline in investment, when and where the marginal 
propensity to consume exhibits an upward trend than when 
and where it tends to fall. If, for instance, people in the 
United States should form the habit of spending more out 
of a given increment of income, say, four-fifths instead of 
three-fifths, the value of the multiplier would rise from 
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2.5 ( = 1/.4) to 5 ( = 1/.2), and thus would subject the 
economy to a more shocking decline of income whenever 
a ggregate investment declined. 

But there is one redeeming feature in all this dismal pic¬ 
ture, namely, the fact that the marginal propensity to con¬ 
sume is normally less than unity. The fact that people or¬ 
dinarily spend less than the full amount of extra income 
means in this case that they do not reduce consumption ex¬ 
penditures as much as the decrement of income. Thus the 
marginal propensity to consume of less than 1 serves as a 
floor against the downward cumulative decline of income 
when investment declines. If it were not for this fact, the 
reverse operation of the multiplier principle would imply a 
complete collapse of economic activity. 



We have seen that the magnitude of the multiplier is de¬ 
termined by the marginal propensity to consume or by its 
inverse, the marginal propensity to save. The marginal pro¬ 
pensity to save in this context refers to all kinds of “leakages” 
which influence the multiplier effect via their influence on 
consumption. In general, the higher the marginal propensity 
to save, the smaller the value of the multiplier, and the smaller 
also the cumulative effect of the initial change in investment 
on income. Thus a marginal propensity to save of one-fifth 
gives a multiplier of 5, and a marginal propensity to save of 
two-fifths gives a multiplier of 2.5, according to the formula 

K =- * 7l In other words, the greater the amount of 

1 — dC/dY 

“leakage” the smaller the beneficial effect of the initial invest¬ 
ment on income. In our example, one dollar of new investment 
will give rise to “leakages” of 20 cents if the marginal pro¬ 
pensity to save is one-fifth, and 40 cents if it is two-fifths. 

It does not much matter to theory what forms “leakages” 
assume, but it may be useful for policy to know how the initial 
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investment may ‘leak out” of the income stream. The increase 
in investment may be prevented from having a significant 
multiplier effect on consumption, and therefore on income, 
if that increase leaks out in each respending round through 
(a) debt cancellation, (b) accumulation of idle cash balances, 
(c) net imports, and (d) price inflation. Each of these forms 
requires elucidation in some detail. 

If recipients of the initial investment outlays use a part of 
the income earned to pay debts, say, to the banks, instead of 
spending it for further production or consumption, as the case 
may be, that part of the income disappears from the income 
stream. It is of course arguable that the banks may use the 
repayments by relending them. If the banks relend the repay¬ 
ments to businesses, we must consider the subsequent effects 
as belonging in acceleration analysis, not in multiplier analysis. 
If they relend them to consumers, then the cancelled debts 
reappear as income to someone else. If the banks fail to find 
willing borrowers, the repayments must remain idle and stay 
out of the income stream. The same holds true if the debts in 
question are due to individuals. 

If people happen to have a strong liquidity-preference to 
satisfy the transaction, precautionary, and speculative mo¬ 
tives, they will certainly try to accumulate idle cash balances 
in the form of inactive checking accounts or inactive savings 
accounts. To the extent that they do so, a part of the initial 
expenditure will leak out of the spending stream. Unless 
events reverse the liquidity-preference, consumption respond- 
ing must suffer the consequences. 

In an open system there is always the possibility that a part 
of the initial expenditure may leak out of the domestic income 
stream to the benefit of foreign exporters or creditors. If im¬ 
port outlays fail to return as an increased demand for exports 
in the short run, the resulting net imports must be considered 
as a leakage. Unless a “leakage” incident to net imports is 
offset by the multiplier effect of expanding exports, which net 
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imports make possible in the longer period, we must reconcile 
ourselves to a temporary “leakage” on this score. 

Finally, the multiplier effect of the increase in investment 
on income and employment may be somewhat offset by price 
inflation, if and when the increase in question takes place at 
or near full employment. For at full employment an increase 
in investment has the effect of reducing rather than increasing 
the demand for consumer goods and therefore the demand for 
employment in the consumption-goods industries. This is so 
because an increase in the demand for investment in condi¬ 
tions of full employment involves a diversion of labor from 
the consumption-goods industries to the investment-goods in¬ 
dustries, and therefore the bidding up of the factor as well as 
commodity prices in the former industries to the detriment of 
the demand for consumer goods. In these circumstances an 
increase in money income is partly dissipated in higher prices 
instead of increasing output and employment. 

To the extent that any of these “leakages” can be stopped, 
the initial increase in investment will have greater multiplier 
effects on the levels of income and employment. In fine, the 
marginal propensity to consume must be sufficiently high to 
let the multiplier principle have its full effect on income. 

/ 

FOREIGN-TRADE MULTIPLIER 


Income due to exports is in the nature of an “injection,” and 
has the same multiplier effects on domestic income and em¬ 
ployment as any other injections of new purchasing power. 4 
Foreign expenditures on our exports become income of our 
exporters, which in turn becomes income of those producing 
export goods, which in turn becomes income of those produc¬ 
ing consumer goods in the first round, and so on down the line, 
the final increase in income depending on the value of the 


4 Cf F. Machlup, International Trade and National Income Multiplier 
(Blakiston, Philadelphia, 1943); J. J. Polak, ‘The Foreign Jrade NlulUpher, 
American Economic Review, December, 1947; S. Enke and V. Salera, in e 
national Economics (Prentice-Hall, New York, 1947). 
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multiplier. It is convenient to derive the value of the foreign- 
trade multiplier from the domestic marginal propensities to 
save and to import which constitute a “leakage.” Suppose 
that the combined value of the marginal propensities to save 
and to import is one-fifth, or 20 per cent. Then we get the 

1 

I - dC/dY ’ 

or Q 2 Q • Suppose that our exports increase by $1 billion. Then 

the final increase in domestic income will be $5 billion, given 
the multiplier of 5. If the marginal propensities to save and to 
import are equal to one-third, or 30 per cent, the multiplier 
will be 3 and the final increase in domestic income $3 billion. 
Thus the higher the domestic propensities to save and to im¬ 
port, the smaller the multiplier effects of the increase in ex¬ 
ports on domestic income. We can write the general formula 
thus: 

Change in domestic income = _)_ (dM/dY) X chan S e in exports 

where (1 dC/dY) stands for the domestic marginal propensity to save and 

(dM/dY) for the marginal propensity to import 

Increased foreign expenditures for our exports are not likely 
to affect significantly in the short period our marginal pro¬ 
pensity to save, but they may raise in the longer period our 
marginal propensity to import. If so, each successive respend- 
ing of initial foreign expenditures will be correspondingly 
smaller. It is of course possible that foreign prices or foreign 
exchange rates may be such as to prevent our marginal pro¬ 
pensity to import from rising appreciably with rising domestic 
income incident to increased exports. But import expenditures 
(M), though not necessarily their ratio to income (M/Y), will 
rise with rising domestic income, given the propensity to 
import (M(Y)). Another thing we must note is the pos¬ 
sibility that the beneficial multiplier effects of increased 
exports on domestic income and employment may be some¬ 
what offset by a decrease in domestic aggregate demand 


multiplier of 5, according to the formula K = 
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due to a shift of demand toward imports induced by the 
initial increase in domestic income. In the absence of import 
restrictions our propensity to import is likely to rise as do¬ 
mestic money incomes increase. The main difficulty with the 
foreign-trade multiplier lie's in the fact that the very process of 
income expansion, due to an initial increase in exports, in¬ 
volves a higher propensity to import (in the schedule sense) 
and therefore a possible “leakage” from the domestic income 
stream. 

If it were not for these and other adverse repercussions 
(e.g., repercussions on foreign marginal propensities to save 
and to import and therefore on export expenditures), the 
foreign-trade multiplier would have as beneficial effects on 
domestic demand as would the income multiplier of domestic 
investment. The benefits of the foreign-trade multiplier 
should never be so exaggerated as to inspire “beggar-my- 
neighbor” trade policies for achieving export surpluses. But 
the foreign-trade multiplier is a useful tool for analysis of the 
effects of a net change in the balance of payments on domestic 
income and employment This point will receive further at¬ 
tention in Part III. 

The Acceleration Theory 

We have thus far assumed that an “injection” of new pur¬ 
chasing power via investment channels induces only con¬ 
sumption expenditures. This assumption must now be 
dropped, to allow for the possibility that the induced con¬ 
sumption may in turn induce further investment. It has long 
been recognized that the demand for some capital goods is 
“derived” from the demand for consumer goods. It is also a 
matter of common observation that capital-goods industries 
are subject to volatile fluctuations. The acceleration theory is 
an attempt to explain the nature of the instability and vul¬ 
nerability of capital-goods industries in general and the exag¬ 
gerated effects of change in consumption expenditures upon 
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investment in particular. For this reason the acceleration 
theory is a helpful tool for business cycle analysis. 5 


ACCELERATION COEFFICIENT 

Just as the change in consumption expenditure is func¬ 
tionally related to the change in investment via the multiplier, 
so is the change in investment outlays related to the change 
in the rate of consumption expenditures via the acceleration 
coefficient. This latter function measures the “leverage” effect 
of an increment (or decrement) in the rate of consumption 
on the volume of investment. The acceleration coefficient is 
the ratio between a net change in conswnption outlays and 
the induced investment. It is a factor of proportionality to 
measure the functional relation between two marginal magni¬ 
tudes, between a net change in consumption outlays (or na¬ 
tional income representing final sales) and a net change in 
investment outlays. For example, if we find that a net increase 
in the rate of consumption expenditures equal to $5 billion 
leads to a net increase in investment outlays equal to $10 
billion, we shall conclude that the acceleration coefficient in¬ 
volved is 2. If a $5 billion increase in consumption gives rise 
to a $5 billion increase in investment, the acceleration co- 
. efficient must be 1 or unity. There is always some such relation, 
for technical and other reasons, between the production of 
final goods and services and that of capital goods. 

As far as fixed capital is concerned, the acceleration coef¬ 
ficient may be regarded as a technological factor of propor¬ 
tionality between the production of consumer goods and that 


* ^T f / ur ^ er discussion see Hansen, Fiscal Policy'and Business Cycles , pp. 
74-283; P. Samuelson, op. cit J. M. Clark, “Business Acceleration and the 
Law of Demand: A Technical Factor in Economic Cycles,” Journal of Political 

H V1 A m I ■ rni't o ir <i» I . . ' 9 


i p - t t ,r ' rress, I. iinbercen, Statisti- 

cal Evidence of the Acceleration Principle," Economics, May, 1938; R. Frisch, 

r vSfrir 011 between Capital Production and Consumer Taking,” Jour¬ 
nal of Political Economy, October, 1931. 
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of capital goods, including additions to the existing stock of 
equipment as well as replacement. As for inventories, the ac¬ 
celeration coefficient may be considered as a customary ratio 
between the rate of sales and orders for additional holdings. 
In either case it is a matter for empirical investigation to dis¬ 
cover just what the correct value of the acceleration coefficient 
is for the economy as a whole. For the purposes of analysis 
we can merely assume certain values. 

The acceleration coefficient may be zero, if the production 
of consumer goods involves little or no capital equipment or 
if the production of consumer goods calls for no “deepening” 
of capital. The former is conceivable where “roundabout” 
capitalistic production is unknown or rare, as in a predomi¬ 
nantly handicraft economy or in an undeveloped area. The 
latter case is possible when technological innovations are 
typically of a “capital-saving” nature, as is believed to be the 
recent trend in the advanced economies. If, on the other hand, 
a great deal of new capital is required per unit of output, then 
the acceleration coefficient must be positive and perhaps 
greater than unity. The acceleration coefficient may be posi¬ 
tive but less than unity, if the durability structure is such as 
to render replacement demand insignificant. 

The acceleration coefficient would be far less than unity, 
if not zero, and have little or no “accelerated” effect on invest¬ 
ment if (a) there is excess equipment, (b) the new demand 
for consumer goods is expected not to last, and (c) the de¬ 
mand for capital depends largely on “exogenous factors. 
Less than full employment of equipment enables additional 
output to be produced without producing additional capital 
goods. More bread, for example, can be produced with the 
existing breadmaking equipment. In this case, not even the 
normal replacement demand, let alone additions to the exist¬ 
ing stock of breadmaking capital, is affected—a case of zero 
gross investment. This is the typical case during the initial 
period of the recovery phase of the business cycle, in which 
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there is much idle equipment or capacity for potential full 
utilization. Moreover, if the demand for consumer goods is 
expected not to last long, that is, if the producers as a whole 
suspect that an increase in the rate of consumption expendi¬ 
tures is only temporary, the producers will hesitate to commit 
themselves to long-term capital outlays involving either re¬ 
placement or net additions to the existing stock of capital. 
The anemic recovery during the New Deal period is attributed 
partly to this kind of entrepreneurial reaction to the stimulus 
to consumption expenditures given by “deficit spending.” As 
has already been shown, “autonomous” investment does not 
depend on consumption expenditures. Some types of capital 
outlays may go on regardless or in spite of the level of income, 
that is, for welfare, political, and other noneconomic reasons. 
Similarly, some types of investment may not be forthcoming 
even though consumption sales will warrant capital expan¬ 
sion. Long-term investment in the field of public utilities, for 
example, is often carried on well in advance of an expected 
change in the rate of consumption. There are always some 
“exogenous” factors in operation to affect investment de¬ 
cisions independently of the level of income or of the economic 
system proper. Assuming that none of the above conditions 
exists, we can say that the greater the value of the accelera¬ 
tion coefficient, the greater the induced investment. We shall 
now turn to the operation of the acceleration principle under 
some assumptions. 


OPERATION OF THE ACCELERATION PRINCIPLE 

The acceleration principle may be illustrated by a simple 
example. Suppose that 100 of capital equipment is needed to 
maintain the constant flow of 1,000 consumer goods. Suppose, 
further, that 100 of capital equipment wear out in 10 years 
and therefore require 10 replacements every year. Finally, 
suppose that the acceleration coefficient is 1. This means that 
a 10 per cent increase in consumption, say, from 1,000 to 1,100, 
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calls for a 10 per cent increase in the production of capital 
goods, in addition to the normal replacement, or 20 of new 
capital goods, 10 for replacement and 10 additions to the 
existing stock. Table IV summarizes the results of the opera¬ 
tion of the acceleration principle under those assumptions re¬ 
garding capital equipment, consumption, and the accelera¬ 
tion coefficient. 


Table IV. Acceleration Effects on Investment 


Period 

Change in 
consump¬ 
tion 

Capital 

equip¬ 

ment 

Cross 

Additions 

Investmen 

Replace¬ 

ments 

t 

Total 

Percentage 
change in 
gross invest¬ 
ment 

0 

1,000 

100 

0 

10 

10 


1 

1,100 

110 

10 

10 

20 

+ 100% 

2 

1,100 

110 

0 

10 

10 

—50% 


Table IV shows that a 10 per cent increase in the rate of 
consumption, from 1,000 to 1,100, calls for a 10 per cent in¬ 
crease in the production of new capital goods, in addition 
to the normal replacements of 10, making a total gross invest¬ 
ment of 20, according to the assumed acceleration coefficient 
of 1. The remarkable thing to note is the 100 per cent increase 
in gross investment resulting from the initial 10 per cent in¬ 
crease in the rate of consumption. This, however, is not the 
end of the story. If it were, the acceleration principle might 
be considered quite one-sided. But note what happens when 
the rate of consumption remains constant. A zero increase or 
a drop of zero per cent in consumption (i.e., no change from 
1,100) gives rise to a 50 per cent fall in gross investment, and 
this on the favorable assumption that the replacement de¬ 
mand remains intact. If the entrepreneurs decided that it 
would not pay to produce new capital goods even for re¬ 
placement, gross investment would fall 100 per cent, with dis¬ 
astrous effects on aggregate employment. This is the familiar 
case of capital consumption or “disinvestment’—a process of 
letting the existing stock of capital wear out or existing in- 
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ventories deplete without replacement. 6 Thus, for example, 
during the Great Depression the workers who would other¬ 
wise have been employed in the production of replacement 
capital goods found themselves either employed to produce 
consumers’ goods or completely unemployed. 

Thus the so-called “derived” demand for capital goods is a 
highly precarious sort of demand, for it depends on the change 
in the rate of consumption which in turn depends on highly 
unpredictable, capricious investment in the short period, at 
any rate. As long as the basic conditions favorable to invest¬ 
ment (i.e., technological and structural conditions) prevail, 
the acceleration principle serves as an inducement to invest¬ 
ment. If activity in the capital-goods industries is to be sta¬ 
bilized, that is, freed from the adverse influence of change in 
the consumption demand, investment will probably have to 
be geared more and more to “autonomous” considerations 
(i.e., other than the volume of current sales, the level of in¬ 
come, and the like—in other words, welfare or political con¬ 
siderations). For those types of investment which depend 
primarily on technical inventions, innovation, population 
growth, wars, and such other “exogenous” factors are just as 

precarious as those depending on the current rate of con¬ 
sumption. 


LEVERAGE EFFECTS OF ACCELERATION AND MULTIPLIER 
INTERACTIONS 


In order to measure the total effect of initial expenditure 

on national income we must combine the acceleration and 

multiplier analyses. First let us consider a single dose of initial 

expenditure. The results of such a single “injection” via the 

multiplier and acceleration coefficients are shown in Fig- 
ure 25. 6 


It goes without saying that if the total increase in national 

m*A n * e ' 0nger P™ 0 * 1 * b possible that an increase in the replacement de¬ 
mand may compensate for a drop in the demand for gross capital formation. 
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income is to be maintained, $100 must be injected continu¬ 
ously. Moreover, the result would be very different if we as¬ 
sumed the values of the multiplier and the acceleration co¬ 
efficient to be other than in the diagram below (i.e., other than 
2 and 1). This greatly simplified model nevertheless gives us 
a crude idea of the leverage effects of initial expenditure on 
national income. 



Fig. 25. Total Effect of Single Injection 

on Income 

Assumptions: 1) The marginal propensity to consume of % 

2) The acceleration coefficient of 1 

Let us now introduce the time lags, to see the process of in¬ 
come propagation via the multiplier and acceleration prin¬ 
ciples. We shall assume the marginal propensity to consume 
to be one-half and the acceleration coefficient to be 2. Table V 
shows this process. We obtain the third column, induced con¬ 
sumption, by dividing each total increase in national income 
by 2, according to our assumption of the marginal propensity 
to consume of one-half. We obtain the fourth column, induced 
investment, by multiplying a successive net change in con¬ 
sumption bv 2, according to our assumed acceleration coef¬ 
ficient of 2. The fifth column, total increase in national income, 
represents the sum of initial expenditures, induced consump¬ 
tion, and induced investment in each multiplier period. It is 
interesting to observe that after the third multiplier period the 
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total increase in consumption is too small to induce a favorable 
change in investment. A total injection of $50 for the five 
periods considered has given rise to a total increase in na¬ 
tional income equal to $146.75, or nearly 3 times the initial 
expenditures of $50. Here again the results would be very 
different, if we assumed the marginal propensity to consume 
and the acceleration coefficient to be other than in this model. 

Table V. Multiplier and Acceleration Effects on 

Income (Sequence Analysis) 


(1) 

(2) 

(3) 

(4) 

(5) 

Multiplier 

Initial 

Induced 

Induced 

Total increase 

period 

outlay 

consumption 

investment 

in Nat’l income 

1 

$10 

$0 

$0 

$10 

2 

10 

5 

10 

25 

3 

10 

12.50 

15 

37.50 

4 

10 

18.50 

12 

40.50 

5 

10 

20.25 

3.50 

33.75 


Assumptions: 1) The marginal propensity to consume of % 

2) The acceleration coefficient of 2 


The acceleration principle before Keynes was based on 
Say’s law and therefore explained the dependence of the de¬ 
mand for capital goods on the demand for consumer goods 
without showing the stabilizing influence of the marginal pro¬ 
pensity to consume of less than 1. Thus an increase in the rate 
of consumption would give rise to a proportional increase in 
investment, and a decrease in the rate of consumption would 
lead to a similar decline in investment—a cumulative expan¬ 
sion or contraction without limit (that is, unless credit pol¬ 
icy or price-cost rigidities reversed the process). The pre- 
Keynesian theory of the acceleration factor therefore gave an 
exa gg erate d picture of instability. But with the introduction 
of the concept of the consumption function of less than unity, 
the long-sought-for limit to the fluctuations short of zero” 
was at last discovered. As was explained earlier, it is now clear 
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that the marginal propensity to consume of less than unity 
provides the key to the question, whv does the cumulative 
process come to a stop before a complete collapse or before 
full employment? Thus, as one writer puts it, the Keynesian 
notion of a consumption function has revealed “the true signifi¬ 
cance of the acceleration principle” for business cycle analy¬ 
sis. 7 For, as J. M. Clark observed even before the appearance 
of Keynes’ General Theory , “the challenging problem is not 
whv there are cyclical fluctuations but why there is a limit 
to the fluctuations short of zero, on the one side, or the full 
capacity of existing productive equipment, on the other.” s 
Clark’s own answer was essentially the same as Keynes’, 
namely, the marginal propensity to consume of less than unity, 
though not in this Keynesian terminology. 

It is therefore in conjunction with the multiplier analysis 
based on the concept of the marginal propensity to consume 
that the acceleration principle serves as a useful tool for 
business cycle analysis and as a helpful guide to stabilization 

9 

7 See L. A. Metzler, “Keynes and the Theory of Business Cycles,” in The 
New Economics , pp. 436—449. 

s Cf. J. M. Clark, “Capital Production and Consumer Taking: a Further 
Word,” Journal of Political Economy , October, 1932, p. 693. 

v Harrod, Hansen, and Samuelson are credited for having brought the mod¬ 
em significance of the acceleration principle to the fore. Keynes himself did 
not include the acceleration principle in his formal analysis. 
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Secular Underemployment 

Equilibrium 



SINCE THE Great Depression of the 1930s there has been a 
growing feeling in Britain and the United States that the ad¬ 
vanced economies of these nations may be confronted with 
not only cyclical mass unemployment but also with chronic 
depression or “secular stagnation.” 1 This feeling has found 
formal expression in the thesis that mature capitalistic econ¬ 
omies are incapable, under laissez faire , of continuously main¬ 
taining such a high level of employment as is warranted by 
technical conditions. The policy counterpart of this thesis has 
been evidenced by the perceptible shift of emphasis from 
monetary policy to fiscal policy in general and from “pump 


* For positive views see Keynes, General Theory, pp. 217-221, 272-284 

Consequences of A Declining 
Population, __ National Self-Sufficiency” and “The United States and till 
Keynes Plan, New Republic, July 29, 1940; Hansen, Full Recovery or Stag¬ 
nation? < Norton, New York 1938), Chap. 19; "Economic Progress and De¬ 
clining Population Crowth, Some Notes on Terborgh's The Bogey of Eco- 
nomic Maturity, Review of Economic Statistics, February, 1946; A Sweezy, 
Declining Investment Opportunity," in The New Economics, pp. 425-435 

To Save or Not to Save, Canadian Journal of Economics and 

ScWd ■■f ence, l ,l 948: L - R - Klein - “Review of Swanson aid 

Schmidt, Journal of Political Economy, April, 1947 
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priming” to “compensatory spending” in particular. The stag¬ 
nation thesis has been dismissed as a “bogey” by some and 
discounted as an overstatement by others. 2 Without entering 
this controversy we shall content ourselves with treating the 
hypothesis of “secular stagnation” as a part of formal analysis, 
so that we may be in a better position to minimize or avoid 
the danger of such devastating chronic mass unemployment 
as we experienced between 1929 and 1939. 

Statement of the Problem 

The theoretical possibility of secular underemployment 
equilibrium arises from (a) the propensity to invest, which is 
not high enough to offset full-employment savings, and (b) the 
propensity to save (or its inverse, the propensity to consume), 
which remains more or less stable relative to the unstable pro¬ 
pensity to invest. Given these propensities to invest and to 
save, the economy may be in equilibrium far short of full em¬ 
ployment for an indefinite period of time. This theoretical 
possibility of secular underemployment equilibrium is illus¬ 
trated in Figure 26 below. 

Beginning with the position of equilibrium at full employ¬ 
ment, we can see that the investment schedule, which is super¬ 
imposed on the consumption schedule, is just high enough to 
offset full-employment savings (as measured by the vertical 
distance between the C curve and the C + I curve at the Y 0 
level of income). In other words, the economy finds itself in 
the position of full-employment equilibrium because it is will- 

2 For negative or critical views see J. H. Williams, “Deficit Spending, 
American Economic Review, February, 1941; J. M. Clark “An Appraisal of 
the Workability of Compensatory Devices,” American Economic Review, 
March 1939; J. W. Angell, Investment and Business Cycles, Chap. 13; W. 
Fellner, Monetary Policies and Full Employment, Chap. 3; G. Terborgh, The 
Boeeu of Economic Maturity (Machinery and Allied Product Institute, Chi¬ 
cago, 1945); W. I. King, “Are We Suffering from Economic , Jou , r ' 

nal of Political Economy, October, 1939; E. W. Swanson and E. P. Schmidt, 
A Critique of Recent Doctrines on the Mature Economy, Oversavings, and 
Deficit Spending (McGraw-Hill, New York, 1946). 
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ing and able to invest at the same rate as that at which it is 
disposed to save out of full-employment income. If, for exam¬ 
ple, the full-employment savings amount to $40 billion a 
year (in terms of the value of current dollars), the economy 
must keep on investing at the rate of $40 billion annually to 
remain in the position of full-employment equilibrium. But 
suppose that investment opportunities are not so inexhaustible 
as to warrant investing at the continuous rate of $40 billion. 
The propensity to invest must then inevitably fall, the degree 



INCOME 

Fig/ 26. Secular Underemployment 

Equilibrium 


of the decline depending on the remaining profitable invest¬ 
ment opportunities. It may fall as low as shown in Figure 26, 
• that is, the dotted C' + I' curve which is just above the “C 
curve. In terms of our example, this new rate of investment 
could be around $7 billion at all possible levels of income, 
leaving an oversaving gap of $33 billion annually. 

With the favorable assumption that the consumption func¬ 
tion does not fall even in the face of the downward shifting 
investment function, the C' + V curve intersects the 45° line 
to give the Y level of income, which is considerably below the 
full-employment level of income Y 0 . If "‘sixty million jobs” are 
associated with full-employment income Y 0 , the fall in the 
level of income from Y 0 to Y (the horizontal length Y 0 Y) can 


i 




238 Monetary Theory and Public Policy 

surely cost the economy a loss of several million jobs. There¬ 
fore, in order for the economy to remain in the position of 
full-employment equilibrium, either the propensity to invest 
must be kept stable at a level high enough to offset the absolute 
amount of full-employment savings, or the propensity to save 
must be made to fall to raise the propensity to consume to a 
level high enough to reduce those savings to be offset by in¬ 
vestment. Otherwise the economy will be confronted with 
the inevitable result of chronic mass unemployment. The 
practical question is: are there any reasons for supposing that 
the propensity to invest and the propensity to save would not 
actually behave in ways compatible with the logic of full- 
employment equilibrium? The answer requires an investiga¬ 
tion of more than the cyclical behavior of those functions. 
Here the abstract theorizing ends and a historical survey be¬ 
gins. Let us take a look at history in the light of the fore¬ 
going discussion. 

The 19th century, characterized as it was by population in¬ 
creases, new inventions, new markets, new discoveries of re¬ 
sources, and wars, bestowed upon the advanced industrial 
countries almost unlimited investment opportunities for all 
the savings the economies of those countries were capable of. 
Under those circumstances, “to save and to invest,” to borrow 
Keynes’ eloquent phrase, became “at once the duty and the 
delight of a large class,” and “the morals, the politics, the 
literature, and the religion of the age joined in a grand con¬ 
spiracy for the promotion of savings. 3 There was then a 
tendency for investment to outrun savings—so much so that 
economists took the scarcity of capital for granted. Begin¬ 
ning with the turn of the century, the rate of investment in 
the advanced countries began to slow down. Yet mentality 
Wed behind reality; economists, let alone laymen, were still 
inclined to the notion that unlimited investment opportunities 

a Monetary Reform , pp. 9-10. 
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were ahead. 4 As late as 1936 Keynes found it necessary to 
remind his fellow economists that “nothing short of the 
exuberance of the greatest age of the inducement to invest¬ 
ment” could make one “lose sight of the theoretical possibility 
of its insufficiency.” 5 

Secular underemployment is believed to arise from certain 
historical tendencies peculiar to the advanced capitalistic 
economies. In the course of their development these econ¬ 
omies reach a stage in which, for technological, institutional, 
psychological, and other reasons, they find themselves with a 
chronic excess of savings over investment. The problem of 
secular stagnation,” in other words, is supposed to originate 
in the constant tendency of savings to outrun investment. 
When the rate of savings outstrips the rate of technical appli¬ 
cation of those savings, the marginal efficiency of capital 
tends, under laissez faire, to fall to zero; and capitalism may 
break down with it. Such is believed to be the dismal destiny 
of modem private capitalism. This belief, right or wrong is 
he basic reason why many, including Keynes and Hansen, 
the two principal proponents of “the stagnation thesis,” are 
Strongly inclined to rely upon the government as “the balanc¬ 
ing factor for averting the complete breakdown of capitalism 
or, more positively, for preserving and developing the best 
features of the capitalistic system. Keynes and Hansen differ, 

need nor<d neC i tl0n ’ ™ MarX “ believin g th *t capitalism 
need not dig its own graveyard,” as Marx would have it. This 

difference of opinions is due to the fact that Keynes and 
Srr llkC Maf c P aCC boimdless confidence in the work- 

stabilLa ion°Tb ary '' COm P ensator - v devi ces for economic 

stabilization. This confidence is shared by many economists 

Ssjs:" l,h Key ” es and Hans “ ™“ °f 

8 General MafX Were oulstan ding exceptions. 
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To avoid confusion, it is necessary at this juncture to dis¬ 
tinguish between the Hobsonian version of “oversaving” and 
the Keynesian theory of secular underinvestment. It is true 
that both Hobson and Keynes stress the danger of oversaving, 
but their concepts of oversaving are not the same. As was ex¬ 
plained earlier, Hobson and other underconsumptionist theo¬ 
rists regard “oversaving” as synonymous with “overinvest¬ 
ment.” They are concerned with “oversaving” because they 
tacitly assume that excessive savings actually flow into pro¬ 
portional investment to produce more capital goods than can 
be profitably used to maintain the flow of final goods and 
services. With them “underconsumption” is at once the cause 
and the effect of “oversaving.” It is a cause because it gives 
rise to excessive savings, and an effect because it brings about 
excessive investment relative to the consuming power of the 
community. The crucial flaw in the Hobsonian theory of 
“oversaving” is found, as Keynes has shown, in its underlying 
assumption that excessive savings are actually invested, 
whereas the real problem of modem capitalism is how to make 
full-employment savings flow into investment. 6 With Keynes, 
on the other hand, oversaving is a fundamental tendency for 
the propensity to save to be stronger in conditions of full 
employment than the inducement to invest. Thus viewed, 
oversaving reduces itself to underinvestment. In other words, 
it is believed to be a characteristic of modem capitalism to ex¬ 
hibit “a constant tendency to oversave” relative to investment 
opportunities. 


Factors of Secular^ Oversaving 

There are two ways of approaching^he problem of secular 
underemployment: namely, (a) from the standpoint of a 
constant tendency to oversave,” and (b) from that of de¬ 
clining investment opportunities. It is useful to analyze sep- 

6 General Theory, pp. 367—368. 
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arately the principal factors of secular oversaving and those 
of secular underinvestment. Such an analysis, however, is not 
to be taken as a substitute for empirical research; it is meant 
to be merely a broad outline of those institutional and psycho¬ 
logical factors that are believed to be responsible for chronic 
mass unemployment and prolonged depression. We shall be¬ 
gin with the factors of secular oversaving. 


PARADOX OF THRIFT 


Keynes has pointed out that ^ihe primary evil" of thrift 
lies in the fact that the propensity to save in conditions of full 
employment produces more savings than can be easily offset 
by investment to maintain the full-employment level of in¬ 
come. But for this fact, thrift would be rightly considered to 
be an unmitigated virtue. The high propensity to save char¬ 
acteristic of a wealthy capitalistic economy would be no cause 
for alarm if the propensity to invest was equally high at all 
times. But suppose that the community persists not only in 
saving a portion of current income but also in wanting to save 
more at all possible levels of income (i.e„ an upward shift 
of the entire savings schedule) even though investment op¬ 
portunities are zero. Suppose, further, that the investment 
function is inelastic with respect to income and does not 
nse as it should This income-inelastic investment function, 
t will be recalled, is plausible when the private induce- 
ment to invest is influenced largely by “autonomous” factors 
outsme die economic system proper. Under those circum- 

S-2?. P ° f thrift ” W ° Uld aSSCrt itS6lf > aS Sh0wn 


Should the community raise its propensity to save from S, 
to S 2 over a period of time, the result (the propensity to invest 
remaining equal) would be not only a dLnutio/of agZ- 

Y E to YE 6 ’ £ *° Y2 ’ but ak ° 3 decline sav ings, from 
Y,El *° Y#E * Thus Ae cornmu nity’s attempt to save moro thm 
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is being invested actually results in decreased savings, if in¬ 
vestment opportunities remain unchanged. This is the famous 

« *1 w 

paradox. 

The result would be just as dismal if, instead, the propen¬ 
sity to save declined over time and the propensity to invest 
declined even more, as is believed to have been actually the 
case in the United States for the past few decades (except the 
war period). 7 The decline in the statistical propensity to save 
(rise in the actual consumption function) is attributed to such 



factors as changes in consumer tastes, the growth of the adver¬ 
tising industry, urbanization, educational opportunities, pro¬ 
gressive taxation, and more and more extensive social secu¬ 
rity. Yet we had a prolonged period of oversavings relative to 
investment during the 1930’s because the propensity to invest 
declined much faster than the propensity to save. The result 
of equilibrium adjustment of the declining propensity to save 
and the even more rapidly declining propensity to invest is 
shown in Figure 28. 

In Figure 28 the intersection of the S, and I, curves gives 
the Y, level of income. If the investment function falls more 
rapidly than the savings function, there will be oversavings 

7 L. R. Klein, The Keynesian Revolution, p. 175. 
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relative to investment and therefore lower levels of income 
and employment. Thus the intersection of the dotted S 2 and I 2 
curves gives the Y 2 level of income. This is exactly what hap¬ 
pened in the United States during the 1930s. The Yj level of 
income would have been maintained if people had realized 
the evil of thrift at less than full employment and lowered 
the savings function to S 3 (with I 2 remaining equal), or if 
investment opportunities had been such as to lower the in¬ 
vestment function only to I 3 (given the S 2 schedule). 



Fig. 28. Oversavings Relative to 

Investment 

inequality in income distribution 

Another factor contributing to secular oversaving is an un¬ 
equal distribution of income. Quite apart from the desirability 
of income redistribution, the fact remains that the greater the 
degree of inequality in the distribution of income, the greater 
is the amount of aggregate income saved. This may be illus¬ 
trated by a simple example. Suppose that there are two in- 

«?n^ raCket n Which t0 S ether rec eive a total income of 
?10,000 annually. Suppose, further, that each bracket receives 

the same amount as the other, or $5,000 each. This is of course 
sui extreme case of 100 per cent equality in income distribu¬ 
tion. Now the marginal propensity to save, under those dr- 
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cumstances, is likely to be identical for both brackets. Let us 
assume that both brackets have the marginal propensity to 
save of 0.2, or 20 per cent. Accordingly, each group will save 
$1,000 out of $5,000, making a total of $2,000. If, on the other 
hand, one bracket receives $9,000 and the other $1,000, the 
resulting amount of income saved may be quite different from 
what it is when income is equally divided. For the high-income 
bracket is likely to have a higher marginal propensity to save 
than the low-income bracket. Suppose that the former bracket 
has the marginal propensity to save of 0.4, or 40 per cent, 
and the latter’s marginal propensity to save is zero (i.e., the 
marginal propensity to consume equal to unity). The $9,000 
bracket will, accordingly, save $3,600 and the $1,000 bracket 
none, making a total of $3,600. This sum of savings is larger 
than the previous savings by $1,600 (= $3,600 — $2,000). 

Thus the amount of savings is greater when income distribu¬ 
tion is unequal than when it is equal. This is based on the fact 
that there is a gap between the marginal propensity to save 
of lower income groups and that of higher income groups. If 
the industrial countries move farther in the direction of greater 
equality in income distribution, as they seem to be moving for 
both welfare and stability reasons, the gap between the two 
extreme marginal propensities to save will be narrowed and 
the amount of aggregate savings out of full-employment in¬ 
come will become smaller relative to available investment op¬ 
portunities. 

The question of income redistribution properly belongs to 
policy discussions and will be dealt with later. The distribu¬ 
tion of income being what it is, most industrial countries have 
“a constant tendency to oversave” relative to profitable in¬ 
vestment outlets. 8 Although the existing system of income dis¬ 
tribution is being modified by gradual changes in the tax struc¬ 
ture, the social security program, public welfare expenditures, 

s For an interesting comment on this question see M. Kalecki, "The Main¬ 
tenance of Full Employment after the Transition Period: etc., American 

Economic Review, June, 1947. 
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the interest structure, etc., it is unlikely that the marginal pro¬ 
pensities to save of various income groups will alter drastically 
enough to make a significant difference to the amount of in¬ 
come saved in any foreseeable future. For the saving habits 
are too deeply ingrained in the minds of higher-income and 

middle-income groups to change right along with institutional 
changes. 


CORPORATE AND OTHER INSTITUTIONAL SAVINGS 

The corporate form of business organization has been on 
the increase, and the amount of corporate savings with it. 
In good years a large part of aggregate gross savings is made 
up of corporate savings. Corporate savings consist of deprecia¬ 
tion reserves for replacement purposes and retained earnings 
for expansion purposes, and are reflected in the amount of un¬ 
distributed profits of corporations. In the relatively pros¬ 
perous years 1923-29 corporate savings in the United States 
averaged $7.9 billion annually. 9 In the postwar “boom” year 
1947 corporations retained five-eighths of their profits after 
taxes, that is, at the annual average rate of $9.6 billion, or twice 
the amount saved by corporations in the war years and four 
times that of 1929. 10 These data indicate a rather stable cor¬ 
porate policy of plowing back a fairly constant portion of 
corporate income into surpluses or reserves for potential re¬ 
investment. A continuous flow of corporate savings at full 
employment presents an additional problem of finding or pro- 
vidrng profitable outlets to maintain that full employment. 

The rapid growth of private life insurance is another im¬ 
portant contributing factor in our “constant tendency to over¬ 
save In the absence of a comprehensive program of social se¬ 
curity people find it necessary or desirable to save for “the 
ramy day, and insurance companies and other private savings 
institutions are instrumental in accumulating such personal 

Unw/n uS7£ 2U° l <*-»*». George Allen A 

10 The President s Economic Report , January, 1948. 
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savings. In 1947, for example, the amount of income saved 
via insurance firms, mutual savings banks, savings and loan 
associations, and savings departments of commercial banks 
in the United States amounted to nearly $7 billion, or 62 per 
cent of personal savings. 11 It is possible that the amount of 
income saved through insurance companies and other similar 
institutions may decrease in the future, if, for instance, the 
coverage of the existing social security programs is enlarged. 
In the meantime institutional savings present yet another 
problem of finding appropriate savings outlets. One writer 
has made the observations that “the record of nearly fifty years 
seems to show that the savings institutions have not been pas¬ 
sive in the investment process,” and that “the operations of 
the intermediary institutions have played a substantial role 
in our failure to maintain that stable rate of investment which 
would equal the amount which people want to save at high 
employment.” 12 

It may be that in the future the insurance and other savings 
institutions will reduce their liquidity-preference, that is, de¬ 
crease the proportion of cash held to funds received, if their 
portfolios consist increasingly of high-grade securities (in¬ 
cluding not only conventional bonds but also equities) that 
can be readily converted into cash. In the meantime institu¬ 
tional savings will continue to strengthen our tendency to over¬ 
save relative to available investment opportunities. 

Factors of Secular Underinvestment 

EXISTING CAPITAL ACCUMULATIONS 

A constant tendency to oversave would be no problem for 
wealthy industrial countries were it not for a chronic de¬ 
ficiency of private investment. To complete our analysis of 
the secular-underemployment problem we must now turn to 

11 Cf. H. Jones, “The Optimum Rate of Investment, the Savings Institu¬ 
tions, and the Banks,” American Economic Review, May, 1948, p. 324. 

12 H. Jones, op. cit., p. 330. 
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an examination of the principal factors of underinvestment 
Keynes made the observations that the propensity to save had 
historically exhibited a chronic tendency to be stronger than 
the propensity to invest, and that the extent of existing ac¬ 
cumulations might largely account for the weakness of the 
propensity to invest. 13 Thus he considered the extent of exist¬ 
ing capital accumulations as the crucial factor in the secular- 
underinvestment tendency of advanced industrial countries. 
Technological progress facilitates the growth of capital, which 
in turn facilitates increased productivity to satisfy the require¬ 
ments of a rising standard of consumption. For this reason 
classical economists favored maximum savings for maximum 
capital formation. What they failed to realize, however, is 
that the accumulation of capital might reach a point where 
the marginal efficiency of capital was too low to induce further 

capital formation. Here lies what Kalecld calls "the tragedv of 
investment.” 14 67 


As the wealth and capital equipment of the community in¬ 
crease, the amount of income people wish to save at high 
employment tends to increase, while on the other hand the 
growth of capital tends to lower the marginal efficiency of 
capital. This declining tendency of the marginal efficiency of 
capital is due to the fact that every addition to capital equip¬ 
ment competes with the existing stock of capital to lower 
e prospective rate of return on new investment. Now the 
declining tendency of the marginal efficiency of capital would 
not upset the secular savings-investment equilibrium at the 
full-employment level of income, if the interest rate could 
be lowered to the level of the fallen marginal efficiency of 
capital or if the propensity to save could be drastically 7 re¬ 
duced. Our analysis of the liquidity function and the wn- 

iTa P s °B^ indicates that neither of these alternatives 
easy. Barring pubhc investment, the falling marginal ef- 


“ % n ? ral Theory, pp. 347-348. 

Cf. Essays in the Theory of Economic Fluctuations, pp. 148 - 149 . 
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ficiency of capital seems difficult to avoid, unless the produc¬ 
tion of new capital goods is supposed to be proceeding at the 
same rate as that at which the old ones are wearing out. This 
latter supposition would be realistic in the short run or in 
stationary society, but would hardly hold valid for the long 
run and in dynamic society. If, then, “the show must go on,” 
as it must in dynamic society, increasing capital may wipe out 
the scarcity-value of capital sooner than we imagine. Thus 
every investment considered as an addition to the existing 
stock of capital lowers the marginal efficiency of capital and 
so reduces new investment, even though every investment as 
expenditure is the main source of prosperity. 

UNCERTAIN TECHNOLOGICAL ADVANCE 

Thoughtful students of secular economic trends have all 
emphasized the important role which technological develop¬ 
ments play in capital formation. It has been observed that the 
19th century was favored by such technological developments, 
population growth, and territorial expansion as to bring about 
both “deepening of capital” and “widening of capital.” 
Schumpeter attributes the last long period of prosperity 
(1897-1920) to the emergence of the electrical, chemical, 
and automotive industries, which were all of a capital-using 
nature. 15 Since then innovations may have been less capital¬ 
using in effect. The transition from a handicraft economy to 
a “roundabout” capitalistic economy necessarily involved the 
increasing use of capital per unit of output, but the further 
development of the capitalistic method of production in¬ 
volved technical perfections along capital-saving lines. This 
tendency was reinforced by the growth of monopolies, since 
monopolies made greater use of large-scale equipment in order 
to economize capital outlay, labor, fuel, etc., per unit of ca¬ 
pacity or of output. 16 

15 J. A. Schumpeter, op. cit. 

10 Temporary National Economic Committee, op. cit., p. 197. 
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In recent years technological developments have been char¬ 
acterized by capital-saving inventions. 17 For example, the de¬ 
velopment of safeguards against breakdowns and excessive 
wear and tear has greatly diminished the continued demand 
for capital goods incident to rapid obsolescence. In many 
instances such equipment has been installed as to increase 
productivity by merely speeding up the operation of existing 
equipment. The Temporary National Economic Committee, 
after an extensive investigation of the technological aspect of 
the American economy, concludes that “new industries can 
develop and greatly increase their production by using capital¬ 
saving innovations;’ that “the production of new and different 
products can often be effected merely by minor changes in 
existing techniques,” and finally that “the emergence of new 
industries does not necessarily create a great demand for capi¬ 
tal goods with a resultant expansion of activity throughout the 
entire economic system.” 18 

On the other hand, some writers are much more optimistic 
with respect to technological developments. One writer, for 
example, insists on the crucial importance of “the total flow of 
technological development” in expanding investment oppor¬ 
tunities. 10 In other words, if we have enough innovations, some 
capital-saving and some capital-using in character, we are sup¬ 
posed to have an abundance of investment opportunities, so 
that we may safely dismiss the stagnation thesis as a mere 
bogey. By contrast, Schumpeter and Hansen emphasize the 
capricious, discontinuous, and unpredictable nature of mod¬ 
em innovation, let alone an increasing tendency toward capi¬ 
tal-saving inventions. When one stops to ponder over the im¬ 
plications of atomic power for future investment opportunities 
one may be impressed with the great possibility of capital- 
saving innovation. The application of atomic power would, 

17 Ibid., p. 179. 

18 Ibid., p. 181. 

19 G. Terborgh, op. ctt . 
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for instance, probably minimize the need for the construction 
of capital-using hydroelectric works. Though recent techno¬ 
logical developments along capital-saving lines do not warrant 
the prediction that capital-using industries will not spring up 
in the future, it is obvious that a program of full employment 
cannot be based on so uncertain a prospect as favorable 
changes in technology. 

A DECLINING POPULATION 

When it is realized that population growth accounts for 
nearly half the total demand for new capital in the 19th cen¬ 
tury, 20 the economic significance of a declining population is 
not difficult to understand. And statistical evidence shows 
that in many of the countries industrially advanced the natural 
rate of population increase (apart from migration) is now 
negligible. The United States is no exception to the rule. 
Sociologists have long recognized that there is a high correla¬ 
tion between the rising standard of living and the declining 
rate of population growth. If the drive to maintain a high 
standard of living at the expense of the size of families con¬ 
tinues, it will only aggravate the problem of a chronic de¬ 
ficiency of investment. 

A declining population may affect in several ways the in¬ 
ducement to invest. The most obvious way in which such a 
population discourages new investment is of course its de¬ 
creasing effect on the sheer number of consumers. A smaller 
or stationary number of consumers is a presumption against 
expanding markets, and therefore against “widening of capi¬ 
tal” associated with expanding final output. It is therefore no 
accident that some of the highly developed economies with 
declining populations look hopefully upon the undeveloped 
areas with “teeming millions” for additional markets. To what 
extent a drop in the number of consuming units is responsible 
for a chronic deficiency of private investment is difficult to 

20 Keynes, “Some Economic Consequences of a Declining Population. 
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assess even in the light of statistical evidence (e.g., American 
experience in the 1930’s), but it is fairly certain that such a 
drop can cause a sharp downward trend in the demand for 
particular capital goods. 

The single most important field of real investment so af¬ 
fected is residential construction. This is most disturbing 
because private residential construction makes up a quan¬ 
titatively significant part of gross investment in all advanced 
economies. To make the matter worse, a declining population 
also diminishes the demand for such associated outlays as 
furniture, domestic appliances, roads, schools, railways, and 
public utilities. For these reasons a retardation of population 
growth may reduce the aggregate demand for fixed capital 
and consumer durables only to add to the instability of the 
durable-goods industries. This implies that the demand for 
new investment must come from other sources, that is, other 
than from a growing number of consuming units. 

It is sometimes argued that investment can be stimulated 
by producing more of the better things which a stationary 
population may want. 21 It is true that as the proportion of chil¬ 
dren in the population becomes smaller, the demand for neces¬ 
sities decreases and the demand for luxury or semiluxury 
goods increases, but the demand for the latter is typically so 
elastic as to make it highly precarious to depend on that source 
for a steady stimulus to investment. The argument is plausible 
to the extent that luxury or semiluxury goods become neces¬ 
sities, as they tend to do in the American economy, and so 
render the demand for them relatively inelastic. Apart from 
the debatable elasticity of demand for better tilings, it is pos¬ 
sible, in modem technical conditions, to produce more of them 
to satisfy a rising standard of living without increasing capital 
per unit of final output. A more promising line of argument 
is that a rising standard of living may raise the entire his¬ 
torical consumption function, or (which is the same) lower 

81 See, e.g., J. H. Williams, "Deficit Spending.” 
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the savings function, as is believed to have happened in the 
American economy in the past several decades. This implies 
that there need not be expanding investment opportunities 
relative to individual savings. The difficulty is that while the 
amount of disposable income saved by individuals may be 
smaller at all levels of income, as implicit in a rising consump¬ 
tion function, the amount saved by corporations at all levels 
of income seems to be on the increase. This weakens the argu¬ 
ment that investment may be stimulated by a rising standard 
of living even with a stationary population, or that the derived 
demand for capital may be sustained by a possible fall in the 
propensity to save on the part of individuals and particularly 
on the part of the aged sector of the stationary population. 

Some writers have advanced the view that secular stagna¬ 
tion is due, among other things, to the limiting effect of a sta¬ 
tionary population on the labor supply. 22 They reason that the 
unplanned rate of the growth of capital will call for more 
labor per unit of output than is available or can profitably 
be used to continue the production of final goods and services 
indefinitely. Thus "sooner or later ... the point is reached 
where all the available labour is absorbed in production,” and 
"current production cannot be increased much further.” 23 
This shortage of labor is regarded as “ultimately responsible” 
for “temporary exhaustion of investment opportunities. It is 
concluded from this that the rate of the growth of capital 
must be so regulated as to be compatible with a stationary 
population. J. M. Clark expresses a similar idea when he says 
that "while money income might increase without limit, phys¬ 
ical product is more restricted; and investment demand de¬ 
pends on physical product.” 24 He does not tell us what physi¬ 
cal limitations he has in mind, but it may not be amiss to say 

22 cf. N. Kaldor, “Stability and Full Employment,” Economic Journal, 
December, 1938; also A. Sweezy, op. tit. 

23 Kaldor, op. cit. . ... , 1Q . Q 

24 Cf. American Economic Review (Book Reviews section), March, 1*4*. 

p. 505. 
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that Clark, no less than Kaldor, is trying to stress the im¬ 
portance of such "exogenous” factors as population growth, 
technological change, and other nonmonetary variables for 
long-run analysis. And the shortage of labor implicit in a 
declining population may well be as significant a variable as 
the technical difficulty of substitution between capital and 
labor in the production function. 

The same conclusion regarding the need for the regulation 
of the growth of capital is reached by Hansen, Kalecki, Harrod, 
and others, on the basis of population considerations, though 
somewhat differently from the labor shortage argument. 25 
Here the main idea is that the cyclical objective of maximiz¬ 
ing investment in fixed capital for full employment should not 
be allowed to come in conflict with the secular objective of 
maintaining that rate of capital growth which is compatible 
with a stationary population and technical progress. Spelled 
out, this idea means that an advanced economy is confronted 
with the danger of stagnation, because, on the one hand, its 
propensity to save is so high as to call for a high rate of capital 
growth, and because, on the other hand, the growth of capital 
justified by such a propensity to save tends to be greater than 
is warranted by population trends and technical advance. 
More concretely, a declining population tends to limit the 
production of capital goods in the aggregate (less widening 
ot capital), while technological uncertainties set a limit to 
the production of capital goods per unit of output (less deep¬ 
ening of capital), thus diminishing investment opportunities 
to absorb the very volume of fixed capital dictated by a high 
propensity to save. The implication is that the growth of capi¬ 
tal should be so regulated as to generate fuU employment 
continuously by maintaining a proper ratio between the rate 

of capital growth and the rates of population growth and 
technical progress. b 

of FuU Employment (Blackwell, Oxford, 1944) J * M ' Kaleckl > Economics 
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LIMITED INVESTMENT AREAS 

How much the discovery of new territory and resources 

* * 

accounted for “the exuberance of the greatest a^e of the in- 

O O 

ducement to investment” is difficult to say, but it is generally 
recognized that there is no easy substitute for “free land.” 
In so far as free international trade serves to make up for the 
absence of “the frontier,” aggregate home investment need 
not decline as much as it would in a closed economy. Yet in 
view of increasing trends toward state trading, “bulk pur¬ 
chasing,” and other forms of controlled trade, it is unlikely 
that “free trade” in the classical sense will be extensive enough 
to be a substitute for “the frontier.” Moreover, with the in¬ 
creasing industrialization of undeveloped areas, coupled with 
rising political and economic nationalism in all those areas, 
it will not be easv for the advanced industrial countries to 

0 

find either profitable investment outlets or new sources of 
cheap raw materials outside their national borders. Nor can 
we count on the continuous and timely discovery of new re¬ 
sources (e.g., minerals and forests) within the national bor¬ 
ders for expanding investment opportunities. 

Technological progress will possibly create new resources 
and so open up some investment opportunities, but it is clear 
that no technological advance can recreate “the frontier” that 
once upon a time accounted for a vast “widening of capital.” 
The onlv hopeful outlet for the excessive savings of the 
wealthy industrial economies in the absence of such a frontier 
seems to lie in the gradual restoration of multilateral trade 
in general and in the promotion of multinational develop¬ 
mental investment particularly. 20 Private lending through the 
International Bank for Reconstruction and Development is 
doubtless a step in the right direction. Apart from this pos¬ 
sibility, which will be dealt with in detail in Part III, the fu¬ 
ture of “widening of capital” will be considerably handi¬ 
capped by limited investment areas. J. R. Hicks, in an in- 

26 For an extended discussion of foreign investment see Chapter 21. 
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teresting footnote, joins with Keynes and Hansen in saying 
that “the practical cessation of geographical discovery,” 
coupled with a declining population and uncertain techno¬ 
logical developments, throws a pessimistic light on the future 
of capitalist society as a whole. 27 Yet, in a peaceful and friendly 
world we are entitled to hope that international trade and 
finance will serve as an effective substitute for “the frontiers” 
or. past territories of imperialistic conquest, so that both the 
capital-rich and the capital-poor countries may no longer 
suffer from the consequences of oversaving and undersaving. 

The foregoing discussions of the various factors affecting 
secular oversaving and underinvestment may be useful for the 
appraising of measures necessary to insure continuous full em¬ 
ployment. Such long-run measures will be discussed along 

with short-run measures necessary to prevent cyclical depres¬ 
sion. 


27 Value and Capital, p. 302. 
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Measures to Promote Investment 






EARLIER WE considered some of the important measures 

called for by inflation, and called attention to the need for 

/ 

flexible measures to cope with both inflation and deflation. 
In this chapter and the next we shall concentrate on measures 
to minimize the danger of cyclical and chronic depressions. 
Certain “trend forces” are at work to change the propensities 
to consume, to save, and to invest, but we cannot rely upon 
those forces for solving the problem of periodic or chronic 
depression. For it takes time for those forces to make their im¬ 
pact felt, apart from the uncertainty in the direction of their 
change. Our analysis of effective demand indicates that con¬ 
scious public-policy measures are required to promote the 
private inducement to invest, and to raise the consumption 
function in order to maintain full employment continuously. 
We shall begin with those measures designed to promote in¬ 
vestment. 

Modification of the Corporate Income Tax 

Much attention has of late been directed to the discourag¬ 
ing effects of the corporation income tax on private invest¬ 
ment or on “venture capital.” Not a few economists and others 

have come out for the drastic modification, if not complete 

256 



Measures to Promote Investment 


257 

elimination, of the existing corporation income tax. 1 The 
argument is essentially that by taxing away a part of the cor¬ 
porate profits without sharing in the losses the government 
discourages risk enterprise and new investment. Therefore it 
has been proposed that incomes from profits should be left 
untaxed or taxed in such a way as not to stifle new investment. 
The main idea seems to be that if the government isd.de facto 
part owner of corporations and enjoys a share of corporate 
profits in the foim of taxes (in effect, dividends), it should be 
made to share the losses as well. Otherwise, it is argued, cor¬ 
porations alone risk all the losses incurred. For this reason it 
has been suggested that losses be permitted to be carried over 
from year to year so that uneven incomes may be averaged 
over several years. 2 Some, while accepting this suggestion in 
principle, consider it practically unacceptable on the ground 
that it entails wasteful accounting, with greater opportunities 
for improper manipulations, and that the carry-over of losses 
would relieve corporations only partly because there mi*ht 
be little or no profits in the subsequent years. 3 

An interesting proposal is to permit gross investment ac¬ 
tually undertaken during the current year to be subtracted 
from gross corporation income to calculate taxable income, 

1 qL C /’ r' n\ Gr ° Ve i fraction Jobs and Taxes (McGraw-Hill, New York, 

E fi ects t °f Federal Taxes on Growing Enter- 

tTx W f L I ^ t w T D ’ n 77 * FutUre ° f the C °rporation Income 
loff sZiJnrTr' ?•'*" W ; Al ! ge11 ’ °P' » A - H - Hansen and H. S. Per- 

if Si™ 1 ? 6 in the National Economy (Norton, New York 
r 94 4 Xyf M ‘ Kaec .fe J he Econ omics of Full Employment (Oxford 1944)* 

Feder o TaX R * form ” 10 Public Finance and FuU Employ¬ 
ment (Federal Reserve Postwar Economic Studies No 3 DecemW \qa.*C\ 

JS&K- M 

! R „ A ' Musgrave suggests that the averaging provision be so fornmlntpH 

ssar- xsxttzrx —*— - - 

8 Cf. A. P. Lemer, op. cit. r 
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instead of depreciation being subtracted from gross income. 4 
This proposal would have the effect of completely offsetting 
business losses. It would have the double advantage of en¬ 
couraging current investment on the one hand and discourag¬ 
ing corporate savings on the other, since the retained earnings 
of corporations would pay no tax if invested but would pay 
the full tax if uninvested. Whether current investment should 
be abated from taxable income in whole or in part depends 
on the adequacy of consumption expenditures, the govern¬ 
ment s need for so much revenue, and many other considera¬ 
tions. 

Reduction or elimination of corporation income taxes is 
typically anticyclical in effect. Even here some economists 
have expressed considerable skepticism over the supposed 
stimulating effects of modified business taxes on investment. 
It has been argued, for example, that a reduction in the tax 
rate from 40 per cent to 10 per cent would not alter an entre¬ 
preneur’s investment decisions, and that the profit-maximizing 
decisions of business firms are independent of tax rates as long 
as the marginal tax rate is always less than unity. But a zero 
rate would be something else. In the long run taxation of un¬ 
invested retained earnings to discourage corporate savings 
may turn out to be more important than reduction or removal 
of corporation income taxes to stimulate investment. 5 The 
former type of tax reform would minimize the chronic tend¬ 
ency of capital to go on “strike,” whereas the latter would be 
self-defeating if reduction or removal of corporation income 
taxes necessitated such increases in other taxes as to lower 
the propensity to consume more than the propensity to invest 
increased. 

Apart from specific tax reforms to stimulate investment, the 
tax approach to investment as compared with the classical 

4 M. Kalecki is the main advocate of this proposal. The proposed principle 
of “accelerated depreciation” has already been touched upon and will not 
therefore be repeated here. 

& Cf. L. R. Klein, The Keynesian Revolution, pp. 171-172. 



Measures to Promote Investment 


259 


interest approach is a reflection of the failure of automatic 
forces to equilibrate savings and investment except at less 
than full employment. And experience has shown that the 
manipulation of tax rates is a more powerful anticyclical 
weapon than that of interest rates. One writer has suggested 
that the community might prefer a combination of low pri¬ 
vate investment and higher consumption to one of higher in¬ 
vestment and lower consumption, and that such a preference 
would require removal of regressive taxes rather than reduc¬ 
tion of corporation income taxes. 6 The reason offered for such 
a preference is that greater equality in income distribution 
may be deemed more desirable than social progress associated 
with capital formation. A more cogent argument against 
“higher investment” would be to show the depressing effects 
of capital accumulations on the marginal efficiency of capital, 
as Keynes, Kalecld, and others have done. In the shorter period 
the encouragement of private investment via the manipula¬ 
tion of business-tax rates seems wise, in view of the fact that 
the inducement to invest is far more unstable than the pro¬ 
pensity to consume, and income from risky investments far 
more volatile than consumer income. 

*Pump Priming 9 * 

The stimulating effects of tax reductions on private busi¬ 
ness outlay may not raise the level of aggregate spending ade¬ 
quately, if public expenditures remain unchanged or do not 
increase as well. The kind of public spending which is asso¬ 
ciated with a recovery program is known as “pump priming” 
which presupposes that private investment is periodically de¬ 
ficient and therefore needs to be stimulated by public invest¬ 
ment. This type of public spending is stimulating to private 
investment in two respects, i.e., both as a method of financing 
and as a method of spending. 

E^ApnTma 71 ' 6 CED on Federal Tax Refonn " ]ounua °f PoUtical 
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During a period of depression the banks and the general 
public tend to accumulate idle cash balances rather than as¬ 
sume the risk of investment. If the government borrows from 
banks and individuals with an excess of cash which they 
would not otherwise spend themselves, such borrowing pro¬ 
vides an outlet for idle cash balances (i.e., investments in 
gilt-edged government securities). Moreover, by borrowing 
from the banking system the government enables bank assets 
and deposits to expand and so create “new money” to be 
spent by the economic system. Thus the very method of fi¬ 
nancing “pump priming” is conducive to recovery. “Pump 
priming” as a method of financing not only facilitates invest¬ 
ments by institutional savers but also supplements monetary 
policy by stimulating credit expansion and general business 
recovery. 7 

“Pump priming” stimulates private investment mainly 
through its magnifying effects on income via the multiplier 
principle. Once consumption expenditures are enlarged by 
the initial public outlays, the rest is taken care of by the opera¬ 
tion of the acceleration principle, provided that excess ca¬ 
pacity and other offsetting conditions do not exist. The se¬ 
quence of events leading to recovery is “purrip priming,” 
increased consumption, increased induced investment, and 
increased total spending. Actually the process of expansion 
is not as simple or as smooth as all that. The “tertiary effect 
of public investment (“pump-priming” effect of government 
outlays on private investment) during the 1930 s was rather 
disappointing. The usual reasons offered are that the net in¬ 
crease in public expenditures (after allowing for offsetting 
moves by state and local governments) was insignificant, that 
business did not expect the increased consumption outlays 
to last, and that a general antibusiness attitude, labor rela¬ 
tions, foreign economic policies, tax measures, and other de- 

7 On this point see J. H. Williams, “Deficit Spending,” op. tit. 
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velopments did not favor private investment. 8 There is, more¬ 
over, some reason to believe that the confusion among the 
stabilization and other aspects (e.g., revenue and reform) 
of public finance prevented the adoption of a bold and con¬ 
sistent program of “pump priming” during the 1930’s. 

But there is no reason why “pump priming” in the future 
should not be made more consistent and effective in stimu¬ 
lating private investment, especially in the light of the lessons 
of the 1930’s. Our analysis of the multiplier and acceleration 
principles indicates that unless induced private spending 
(new investment and consumption outlays by those whose 
anticipations are changed by public investment) is positive 
and large, pump priming” will have no significant “tertiary” 
effects. But the main reason that “pump priming” has lost 
much of its charm is the realization that we are confronted 
not merely with cyclical disturbances but also with the secular 
tendency of private investment to be deficient, however 
stimulated. Nevertheless, “pump priming” will remain an im¬ 
portant anticyclical weapon as long as central bank policy 
remains less effective in stimulating credit expansion, and 
therefore general activity, than in arresting credit expansion. 


“Compensatory Spending 9 

Along with secular structural changes in the advanced 
economies there has occurred a shift of emphasis from the 
traditional business cycle analysis to the new emphasis on 
the levels ot income and employment, and a parallel change 
m policy from monetary policy and “pump priming” to “com¬ 
pensatory” fiscal policy. Business cycle policy no longer con¬ 
sists of eliminating” the causes of cyclical disturbances so as 
to render government intervention unnecessary, but rather 
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of letting public investment fill the inevitable cyclical and 
secular gaps created by a deficiency of private spending. 9 Thus 
“compensatory” public spending is based on the assumption 
that private capitalism, left to itself, is no longer capable of 
maintaining aggregate spending at a level compatible with 
full employment either in the short run or in the long run. 
On the basis of his analysis of persistent tendencies toward 
underemployment equilibrium, Keynes stressed the need for 
public investment as a “balancing factor.” 10 This he believed 
to be a sine qua non of the continuation of the capitalist 
system in a new dynamic and stable form. 

Hansen and others have emphasized the need for bold, 
long-range programs of public investment for stabilization 
as well as welfare reasons. 11 One writer envisages increasing 
public investment in all democracies for the following rea¬ 
sons. 12 First, the public interest requires government owner¬ 
ship and operation of public utilities to an increasing extent. 
Second, private enterprise based on the self-liquidating or 
profit-maximization principle is unequal to the task of under¬ 
taking such nationally important projects as the TVA. Third, 
public authorities can partly provide improved public health, 
education, and other social amenities which technical prog¬ 
ress makes possible but which cannot be wholly provided 
by private enterprise. These reasons, when added to the over¬ 
all requirement of long-run economic stability, present a 
formidable argument for public investment on a large and 
continuous scale. These long-range objectives are also re¬ 
flected in American public policy. 13 Thus compensatory 


0 Cf. B. Higgins, “Keynesian Economics and Public Investment Policy, 

in The New Economics, p. 477. 

General Theory, p. 220 and pp. 319-320. 
n Cf. Hansen, Economic Policy and Full Employment; League of Nations, 

Economic Stability in the Postwar World (Geneva 945 ; Internal,onal 
Labor Office Public Investment and Full Employment (Montreal, l 9 ™/- 

12 d. B. Copland, “Public Policy—The Doctrine of Full Employment, m 

The New Economics , n. 216. 

13 See the President s Economic Report, op. ctt. 
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spending” is an integral part of a general policy of guarantee¬ 
ing full employment (Britain, etc.) or of guiding the national 
economy along the lines of maximum output, employment, 
and purchasing power (U.S.). 

There are some implications of “compensatory spending” 
which cast some doubt on the feasibility of large-scale, con¬ 
tinuous public investment even as a balancing factor. The 
first implication brought out by some is that “compensatory 
spending tends to supplant monetary policy, whereas “pump 
priming” supplements the weakness of central bank policy. 14 
It is feared that a large and growing public debt incident to 
“compensatory spending” will render the traditional mone¬ 
tary controls (variations in the interest rate and the money 
supply) ineffective as “instruments of control of economic 
fluctuations.” A large and growing public debt has the effect 
of increasing excess reserves of banks for potential excessive 
credit expansion on the one hand and of reducing interest 
rates on the other. Now, large excess reserves of banks make 
these banks independent of central bank credit controls, and 
this in turn renders anti-inflation monetary policy considerably 
ineffective. This criticism would be valid if the economy were 
subject to more inflations than depressions. 

As for lower interest rates, although public investment is 
undoubtedly facilitated by low interest cost (i.e., interest on 
long-term government bonds), some types of private invest- 
ment w! 11 be discouraged by the low “interest return from in¬ 
vestment. It is feared that “compensatory spending” will 

■ Mmm 1 1 • - a interest and so 

incentives of “a wide range of institutions and 

depending on fixed-income-yielding investments. 
It is conceded, however, that these short-run effects of a long- 

“S P T am ° f c ?™ pensator y pending” could perhaps be 
dismissed as part of the necessary cost of a successful mone- 
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tary policy,” provided that “the low interest rates did actually 
achieve an adequate recovery of investment, output, and em¬ 
ployment.” 15 

It is unlikely that interest rates will, for risk and adminis¬ 
trative reasons, go down to zero. Unless the government re¬ 
sorts to the printing press to finance continuous full employ¬ 
ment, it is safe to assume that “compensatory spending” will 
continue to be financed by issuing and selling interest-bearing 
securities largely to the banking system and so provide banks 
with stable interest income and a large source of liquidity. 
But then it is argued that long-continued government spend¬ 
ing would make the central bank more and more an agency 
to preserve a stable government bond market, and the pri¬ 
vate banking system an investing rather than lending mecha¬ 
nism. The first is considered objectionable because it implies 
a weaker exercise of monetary control, and the second is 
found even more objectionable because it implies “eventual 
government ownership” of banks. These implications may or 
may not be warranted, but as long as there persists traditional 
faith in the quantity theory and in its policy counterpart, or in 
the successful operation of automatic forces—as evident in all 
these arguments against “compensatory spending”—long- 
continued government spending, however desirable and nec¬ 
essary from the standpoint of long-run economic stability, 
will be difficult of realization. A refusal to let the government 
assume the main responsibility of stabilizing the economic 
system may well “set men free but . . . make them slaves to 

chance.” 10 


Wane Reduction 

O 

Whether wage reduction is conducive to investment is not 
easy to determine, since the question is complicated by the 
dual nature of wages, i.e., the income aspect and the cost as- 

16 Williams, op. cit. 

16 A. P. Lerner, op. cit., p. 192. 
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pect. It is highly misleading to concentrate on the one aspect 
to the neglect of the other. For example, it is a common error 
to apply the case of an individual firm or industry, whose out¬ 
put and employment are favorably affected by wage reduc¬ 
tion, to the whole economy. For aggregate demand—and 
particularly consumer demand—may not remain constant 
when a general reduction in money wage rates occurs. There¬ 
fore any realistic antidepression wage policy needs to be 
guided by the principle that if the wage reduction should give 
rise to a corresponding decline in aggregate demand there 
would be no increase in aggregate output and employment. 

As for the direct effects on investment of a general reduc¬ 
tion in money wage rates, we have already discussed three 
principal ways in which the marginal efficiency of capital 
may be affected by a change in money wages: (a) via 
its effect on the interest rate, (b) via its effect on anticipa¬ 
tions, and (c) via its effect on the balance of payments in an 
open system. We have found that in case a general reduction 
in money wage rates is expected to continue, current invest¬ 
ment is likely to be postponed until wages have hit rock bot¬ 
tom, and that only when the wage reduction is permanent 
(i.e., not expected to fall further) is the marginal efficiency of 
capital favorably affected. We have also found that the stimu¬ 
lating effect of low interest rates incident to a smaller total 
wage bill may be offset by a possible rise in peoples liquidity- 
preference due to a feeling of insecurity and uncertainty 
which low money wages usually induce. For this reason the 
lowenng of interest rates by monetary and fiscal methods 
rather than by wage reductions is generally considered more 
expedient. But we have conceded that in countries depend¬ 
ing on foreign trade a general reduction in money wage rates 

. ft | _ ei *t favorably via its favorable 

mfludice on the balance of payments of those countries. 

. n ®7 thesecases> how ever, the inflationary impact of wage 
reduction on investment is likely to be offset by its deflation- 
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ary effect on consumption expenditures—the other compo¬ 
nent of aggregate demand. For this reason most economists 
today are disposed to let money wages remain stable to pre¬ 
vent them from decreasing; or in some cases to increase them 
during depression. 17 In an economy with strong monopolistic 
tendencies the proportion of the national income going to 
nonwage earners tends to be larger than that going to wage 
earners during depression, ignoring other periods for the mo¬ 
ment. In these circumstances a shift of income from wage 
groups to nonwage groups resulting from a general reduction 
in money wages would have the effect of reducing consump¬ 
tion and of increasing savings, unless the latter groups are 
assumed to have a higher marginal propensity to consume. 
The fact that nonwage groups have a lower marginal pro¬ 
pensity to consume is itself a presumption against general 
wage reductions, unless such wage reductions are supposed 


to preclude a shift of income from wage groups to nonwage 
groups. The adverse effect on aggregate demand of the trans¬ 
fer of income from wage groups to nonwage groups would 
lower the marginal efficiency of capital and therefore deter 
current investment. Even though businesses should expand 


their output and employment in response to wage reductions, 
the results would prove disappointing as long as the actual 
marginal propensity to consume for the economy as a whole 
remained less than unity. For a decrease in consumer demand 
incident to wage reductions would not be offset by a corre¬ 
sponding increase in nonwage groups’ demand, given the mar¬ 
ginal propensity to consume of less than unity. 

It is not without significance that Professor A. C. Pigou, 
who had long believed in and upheld the employment- 
stimulating effect of wage reduction, came out recently with 


"Cf. Keynes, General Theory , Chap. 19; Hansen, op. cit.. Chap..13; 
Kalecki Essays in the Theory oj Economic Fluctuations , Chap. 3, (LoncJon, 
’a £7* Unwin Ltd.,; kle'in. op. «... pp. 106-110; Lea^eof “j 
op. Cil pp. 128-130; Harris, “ Keynes’ Attack on La.sse, Fair.andClassical 

Economics and Wage Theory,” in The New Economics , pp. 549-557. 
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the confession that he no longer considered the manipula¬ 
tion of wages as effective or practical a method of attacking 
the problem of unemployment as the manipulation of de¬ 
mand. 18 He concurs with Keynes in the belief that in mod¬ 
em conditions wage reductions are unfeasible, if not un- 
plausible. It is likely that in the future antidepression wage 
policies will aim at stabilizing or increasing consumer demand 
rather than at stimulating investment. This point will be 
elaborated in connection with the measures to raise the con¬ 
sumption function. 


Credit Policy 

We have already appraised the role of cheap-money policy 
in cyclical and secular stabilization; but it is a mistake to dis¬ 
pense with monetary policy as irrelevant even though it is 
admittedly less effective in combating depression than fiscal 
policy. For credit policy does affect aggregate spending via 
its influence on private investment and the demand for dura¬ 
ble consumer goods. Moreover, it must be remembered that 
cheap-money policy is indispensable to loan-financed com¬ 
pensatory spending. Although the experience during the 
Great Depression justifies skepticism about the effectiveness 
of monetary policy in achieving recovery, monetary policy still 
has a modest role to play in the general scheme of economic 
stabilization It has been pointed out that in the industrially 
and financially less-developed countries credit and banking 

Fnfl H eS m0rc J than a mere on undue credit 

inflation. Even m industrially advanced countries there is 

scope for effective antidepression credit policy as long as real 
e tate credit, consumer installment credit, and other partic¬ 
ular types of credit remain restricted by high interest rates 
Even if credit policy is incapable by itself of turning the tide 

19^5)“ hiS FefaCe in UpSe * ™ Employment ( Macmillan, New York, 
19 Cf. League of Nations, op. dt ., p. 154. 
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of depression, it can increase overall liquidity via open-market 
operations and other conventional methods, thereby creating 
the monetary atmosphere necessary for the successful opera¬ 
tion of more effective measures of fiscal and other policies. 

The proper credit and banking policies during depression 
include the lowering of interest rates to a practical minimum 
or the prevention of interest rates from rising, the increasing 
of general liquidity and particularly the improvement of com¬ 
mercial banks’ liquidity positions, the prevention of bank 
failures and panics, and the putting of idle savings at the dis¬ 
posal of government investment. 20 The monetary authorities 
have various instruments to implement these general objec¬ 
tives of antidepression credit policy. Although interest rates 
in the United States and some other wealthy industrial coun¬ 
tries have already reached an “irreducible” minimum which 
barely covers the overhead costs of lending institutions, the 
Federal Reserve authorities still can make use of rediscount 


policy to influence short-term business borrowing and con¬ 
sequently long-term borrowing. Just how much rediscount 
policy can influence business borrowing depends on the ex¬ 
tent of the downward change in the induced bank rates, and 
on the proportion of short-term borrowing to total business 
borrowing. In this respect a depression in a wealthy industrial 
country is not likely to get much help from low rediscount 
rates, since interest rates in such a country are already very 
low and since its total business borrowing is more long-term 
than short-term, given the increasing use of fixed capital in 
modem production. Moreover, in advanced industrial coun¬ 
tries much of long-term investment is financed out of the ac¬ 
cumulated profits of corporations themselves. Even the fi¬ 
nancing of inventories, which usually depends on short-term 
bank loans, is increasingly facilitated by retained profits. 

Open-market operations are perhaps more effective than 

•>0 rf H S Ellis “Monetary Policy and Investment,” American Economic 
Review, March, 1940; K. R. Bopp, "Three Decades of Federal R^en-e P 
icy,” in Federal Reserve Policy, Postwar Economic Studies, No. 8, 19 . 
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rediscount policy. By purchasing securities (mostly govern¬ 
ment) on the open market the Federal Reserve authorities can 
increase the cash reserves of the commercial banks and there¬ 
fore their ability to expand lending and to acquire invest¬ 
ments. Open-market operations can supplement rediscount 
policy in influencing not only short-term but long-term inter¬ 
est rates, especially if open-market operations over long ma¬ 
turities and a variety of securities are permitted. Open-market 
operations, however, help to combat depression mainly be¬ 
cause they increase the cash reserves of commercial banks. An 
increase in the liquidity of commercial banks has the effect of 
preventing these banks from taking such deflationary actions 
as selling assets, calling in loans, accumulating idle funds, 
etc., which may be sound’* from the standpoint of each in¬ 
dividual bank but which are clearly detrimental to the whole 
economy during depression. Moreover, the increase of banks* 
liquidity via open-market operations enables the banks to 
purchase government and other securities and so to contrib¬ 
ute to a lowering of long-term interest rates and therefore to 
capital expansion, both private and public. 

Through these and other appropriate monetary measures 
the private inducement to invest may be increased and the 
conditions favorable to recovery created. As an adjunct to 
fiscal policy, monetary policy can help prevent depression. 


The Reservoir Plan 

Another scheme to provide effective incentives to enter¬ 
prise is the so-called “reservoir plan.” This plan claims to 
supersede all other antidepression and antistagnation plans 

SU ?P° Sed t0 F0Vide “ fuU en, ph>yment without 

without inflation.” Before entering into £ apprZl ’f fte 
plan we must review briefly the principles involved. The 
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plan accepts the Keynesian premise that the instability of 
a gg re g ate demand is due largely to unstable private invest¬ 
ment, 21 ' but it rejects the Keynesian emphasis on fiscal policy 
for full employment. Instead, the plan would have open- 
market operations in commodities, that is, government pur¬ 
chases and sales of certain “storable” commodities in order 
to “adjust supply to demand.” This type of open-market opera¬ 
tions differs from those over government securities in that it 
involves no interest-bearing public debt, but is similar to 
the latter in the respect of generating purchasing power (or 
contracting it). In both cases the emphasis is on supply , that 
is, the supply of commodities in the one case and the supply 
of money in the other. This is a fundamental difference be¬ 
tween the reservoir plan and the Keynesian income-expendi¬ 
ture approach which emphasizes the demand side. 

How does the reservoir plan work? Whenever “sagging 
markets” appear, that is, whenever there is the danger of 
“overproduction,” the government must, according to the 
plan, purchase either producers’ or consumers goods at a 
price sufficient to cover the “out-of-pocket expenses” involved 
in the production of those goods. In other words, the govern¬ 
ment is supposed to guarantee markets to private businesses 
so that the latter would be induced to expand output and 
employment or not to contract them. How would the gov¬ 
ernment pay for the goods purchased? The answer is “newly 
issued Federal Reserve deposit credit, that is, interest-free 
currency issues in effect. This is an interesting method of fi¬ 
nancing, but one that can hardly escape all sorts of questions. 23 
As has already been indicated, it might be necessary to pro¬ 
vide banks and other institutions with interest-bearing gov¬ 
ernment securities not only as an outlet for idle reserves dur¬ 
ing depression but as a source of earnings just when interest 

22 F. D. Craham’s analysis runs largely in terms of “hoarding' instead of 
those of underemployment savings-investment equilibrium. 

2: « For an interesting criticism of interest-free financing see Hansen, t.c 
nomic Policy and Full Employment , pp. 145-151. 
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income from loans and private securities is negligible. More¬ 
over, if total spending is to be increased via interest-free 
financing, it seems more sensible to finance more hospitals, 
schools, highways, and other needed projects than to take 
off the glutted market and store away commodities which 
could otherwise be used by the community. 

Even if the stored commodities were to be repossessed by 
their original producers by the repurchasing of “liens” on 
them, there is no assurance that those commodities would not 
have become obsolete by the time “private demand revives.” 
Barring, for example, a commodity such as women’s hats 
subject to rapid obsolescence, some of the stored goods would 
probably have to be sold at such a discount as might not even 
cover the repurchase price. But a more serious criticism is 
that the reservoir plan fails to recognize the crucial importance 
of stabilizing the demand for capital goods. 24 Even though 
the plan includes, among the storable commodities, both con¬ 
sumer goods and capital goods, it fails to distinguish the 
cyclical significance of these different types of commodities. 
It is m the capital-goods industries that demand is most un¬ 
stable. This means that an antidepression reservoir plan would 
have to face the necessity of piling up all kinds of fixed capital 

at a rate which would be compatible with full employment 

, W l) , 2 ch T ' V0 “ ld develop “a vast stock of utterly unusable 
goods 4 It is for this reason, among others, that some writers 
suggest that the reservoir plan is less appropriate to indus¬ 
trially developed economies than to agrarian economies, 2 * or 
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stabilization of primary products. 27 
Moreover, it has been pointed out that the very act of guar- 
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anteeing markets via the reservoir plan would increase ag¬ 
gregate output and income and therefore savings more than 
an increase in investment. 28 If savings increased in this way, 
demand would increase less than supply, so that overproduc¬ 
tion would again confront the economy. Thus it is argued 
that a system of government guarantees of markets to busi¬ 
ness firms is no guarantee that an increase in investment will 
be just such as to offset the increased savings. A tendency to 
underestimate an excess of savings over investment in condi¬ 
tions of full employment is therefore considered by some to be 
a fundamental flaw in the reservoir plan. The reason for this 
tendency to underestimate the danger of full-employment 
oversaving is to be found in the familiar classical assumption 
that the interest rate automatically equilibrates savings and 
investment regardless of the level of income. 20 It has already 
been shown that there can be no such savings-investment 
equilibrium where the liquidity function is interest-elastic, 
the savings function interest-inelastic, and the investment 
function also interest-inelastic. 

Thus, even with a system of government guarantees of 
markets, there would still be a strong possibility that invest¬ 
ment opportunities might not be permanently large enough 
to offset the full-employment savings that such a system would 
help generate. The main difficulty with subsidy and other 
artificial methods of stimulating private investment lies in the 
fact that every increase in private investment by such methods 
lowers the marginal efficiency of capital and repeats “the 
tragedy of investment, “while at the same time those methods 
merely aggravate oversaving. 30 On the asset side, however, 
must be listed interest-free financing as an economizer of 
public debt, and the stock-piling of raw materials as a stabi¬ 
lizer of the world market. 

28 Lerner, op. cit.,n. 190. 

29 s ee> e .g M F. D. Graham, op. cit., pp. 58-59. 

30 See Keynes, General Theory, Chaps. 11, 12, and 16. 
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IN CONNECTION with our discussion of Keynes’ psychologi¬ 
cal law of consumption we suggested that in the short run it 
is logically sound and practically wise to concentrate our 
effort on increasing investment, for the reason that the con¬ 
sumption function does not change and cannot be changed 
quickly, given the existing psychological-institutional com¬ 
plex. We alluded, however, to the desirability of maintaining 
full employment via promoting both consumption and invest¬ 
ment in the long run. In the short run it is easier to change a 
single point on the consumption-function curve by increasing 
income than to change the position or shape of the curve itself. 
This was made clear in our analysis of the multiplier effect of 
the increase in investment. A public-works program, for exam¬ 
ple, has the effect of changing the income variable and there¬ 
fore the amount of consumption outlays without affecting the 
position of the consumption schedule. Such a cyclical policy 
is different from a long-range policy of changing the position 
and shape of the entire consumption function. Given the 
stable consumption function, it is realistic to rely upon the 
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measures to increase investment for combating cyclical de¬ 
pression and to relegate the measures to raise the consumption 
function to a longer term policy of maintaining the full- 
employment savings-investment equilibrium. We are there¬ 
fore largely concerned with the measures to “educate” the 
consuming public to change its fundamental habits of sav¬ 
ing and consumption. 


Income Redistribution 


We have seen that the manner in which income is distrib¬ 
uted is one of the institutional factors affecting the propensity 
to consume. We know that a measure of inequality in income 
distribution is conducive to rapid economic progress be¬ 
cause it facilitates savings and therefore capital formation. 
Poor countries, with the exception of those depending on in¬ 
dustrial countries, are generally less subject to cyclical dis¬ 
turbances, and may therefore attach more importance to 
economic progress than to economic stability. In this case 
the problem of income redistribution is largely academic. On 
the other hand, for wealthy industrial countries, in which the 
existing stock of capital is already large, income redistribu¬ 
tion is a practical issue. For in such countries the main 
problem is not one of promoting economic progress via more 
savings but one of promoting economic stability , upon which 
progress itself depends. The theoretical justification for 
greater equality in income distribution is therefore based on 
the fact that with the existing capital accumulations, the 
growth of wealth, which the unequal distribution of income 
facilitates, not only impedes the further growth of wealth 
but also increases economic instability. But the practical ques¬ 
tion is: How and to what extent would a redistribution of 
income raise the propensity to consume or lower the pro- 

pensity to save? 1 


i Without exception, all modem theoretical full-empb^ent^scu^io^ 
and policy measures for full employment include income redistribution as an 
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If a redistribution of income affects total consumption ex¬ 
penditures significantly, it must be an important variable in 
income and employment analysis. Since consumption is typ¬ 
ically the function of the poor and savings the function of 
the rich, it is widely believed that an appropriate transfer 
of income from the rich to the poor will increase total con¬ 
sumption and decrease total savings to the benefit of aggre¬ 
gate income and employment. This belief, it should be noted, 
has to do with the amount of income spent on consumption, 
not necessarily with the consumption schedule. The validity 
of this belief depends entirely on the kind of the marginal 
propensities to consume assumed for different income groups, 
or, more specifically, for the rich and for the poor, so to speak. 

Suppose that the marginal propensity to consume is the 
same at all levels of income. In this instance, each dollar 
shifted will reduce consumption in the high-income brackets 
by exactly the same amount by which it increases consump¬ 
tion in the low-income brackets, with the result that the 
effect of the redistribution on total consumption is zero. Now 
suppose that the marginal propensity to consume is higher 
in the low-income than in the high-income brackets. In this 
case, each dollar transferred will increase consumption in 
the low-income brackets by a larger amount than it reduces 
consumption in the high-income brackets, so that there is a 
net increase in aggregate consumption. Thus aggregate con¬ 
sumption is an increasing function of income redistribution 
cmiy when low-income consumer units (households) are in 
the habit of spending more of an increment of income than 

Fi|me S' 06 ^ situations m impBcit in 


Q J* hi* C \ h consum ption function that is 

straight all the way through, indicating that the marginal 


£ Va dfie To Zmot ™y actually 

by a desire to promote economic Stability. * WeUaie 01 &*** rather *ban 



276 Monetary Theory and Public Policy 

propensity to consume is constant for all income levels. This 
is approximately the actual situation prevailing in the United 
States. The C 2 curve has a slightlv convex curvature, in- 

O * ’ 

dicating that the marginal propensity to consume at lower 
income levels is higher than at higher income levels. When¬ 
ever and wherever the actual distribution of income exhibits 
this latter characteristic, income redistribution will have a 
positive effect on total consumption. Figure 29 leads to the 
conclusion that the wider the gap between the marginal 


CONSUMPTION 


DISPOSABLE NCOME 

Fig. 29. Two Marginal Propensities to 

Consume 

propensities to consume of high and low income groups, the 
greater the influence of income redistribution on total con¬ 
sumption. It is estimated that, with the consumption func¬ 
tion being what it is in the United States, income distribution 
toward equality to the extent of 10 per cent would increase 
total consumption by an amount equal to .52 per cent of 
total income, a 50 per cent redistribution by 2.8/ per cent, 
and a 100 per cent redistribution by 5.82 per cent. 2 

The above short-run analysis, however, does not preclude 
the possibility of changing the marginal propensities to con¬ 
sume and to save via distributive reform in the long run. But 

2 See H. Lubell, “Effects of Redistribution of Income on Consumers’ Ex¬ 
penditures,” American Economic Review, December, 1947. 
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it does show that if the marginal propensity to consume is a 
constant over a wide range of income levels (between $2,000 
and $5,000 in the United States), an increase in consump¬ 
tion expenditures resulting from an additional dollar acquired 
by someone in, say, the $2,000 bracket will be exactly offset 
by a decrease in consumption resulting from the loss of that 
dollar by someone in the higher income bracket. Neverthe¬ 
less, there is still scope for redistribution as long as there is a 
wide gap between the marginal propensities to consume of 
those receiving below $2,000 and those receiving above $5,000. 

A greater equality in income distribution may be brought 
about by (a) increasing the productivity of lower income 
groups, (b) increasing the purchasing power of lower income 
groups, and (c) transferring purchasing power from the rich 
to the poor. The first method involves measures to improve 
economic opportunity, public health, working conditions, 
housing, educational facilities, etc. The second requires meas¬ 
ures to reduce the cost of living, particularly the prices of 
necessities, i.e., measures involving better organization of 
production and distribution, antimonopoly legislation, lower 
tariffs, and many others. The third method depends on a 
combination of progressive taxation and relief-welfare public 
expenditures. The first and second methods are likely to 
promote both stability and progress, since these methods are 
conducive to a rise in the propensity to consume without 
significantly affecting the propensity to save. The third 
method may lower the propensity to save more than the 
propensity to consume. 3 This last method requires amplifica- 

3 Here the two functions are regarded as two independent activities of 
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A progressive tax structure means that the burden of taxa¬ 
tion falls more heavily on the portion of income saved than 
on that which is spent. Such a tax structure has the effect of 
raising the consumption function and of lowering the savings 
function. For this reason, and in view of the practical limita¬ 
tions of antidepression public spending, Keynes, for example, 
regarded progressive taxation as a means for redistributing 
income and raising the consumption function. A gradual re¬ 
moval of regressive consumption taxes and increasing re¬ 
liance on progressive income taxes, coupled with expanding 
welfare expenditures, would probably bring about such a 
redistribution of income as to shift substantially the consump¬ 
tion function upward and the savings function downward. 
In all countries where the incidence of taxation as a whole is 
progressive, the chances are great that the consumption func¬ 
tion will rise so high as to serve as a cushion against the shock 
of cyclical depression and as an offset to secular underinvest¬ 
ment. 

In advanced economies a greater equality in income distri¬ 
bution would probably promote economic stability more 
than it would check progress. Moreover, a more equal dis¬ 
tribution of income through progressive taxation, relief and 
welfare expenditures, and other measures, while somewhat 
retarding progress, would nevertheless lead to full employ¬ 
ment and a better allocation of resources. 4 This is not to say, 
however, that a better distribution of income can by itself 
cure unemployment; it can contribute to a long-range full- 
employment program by lowering the savings function rela¬ 
tive to limited investment opportunities. 


Wage Policy 

It is necessary to distinguish, at the outset, between those 
measures of wage policy which are designed to increase con- 

4 A better allocation of resources is likely because free consumer <*oice 
would not be distorted by an unequal distribution of income as it is p 
See B. Higgins, “To Save or Not to Save?” op. cit. 
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sumption expenditures with a given consumption function 
and those aimed at raising the consumption function itself. 
The former are typically an anticyclical policy, and have to 
do with money wage rates. The latter are essentially a long- 
range wage policy which has to do with the distribution be¬ 
tween labor income and nonlabor income. 

Higher money wage rates can, in principle, increase con¬ 
sumption outlays to make up for any decrease in investment 
outlays to maintain the desired level of income. But given 
the short-run constancy of productivity, labor would simply 
price itself out of the market if it demanded higher money 
wages. On the other hand, given the deflationary implication 
of wage reduction for aggregate demand and the institutional 
fact of trade unionism, the downward adjustment of money 
wage rates is clearly out of the question. For these reasons 
stable wages are considered essential to short-run stability. 
An anticyclical wage policy will therefore have to be content 
to prevent consumer demand from falling. Such a policy is 
the joint responsibility of labor and management, to be sure, 
but it cannot be maintained unless the government adopts 
more effective measures of antidepression monetary-fiscal 
policy. Otherwise the depressed economy would revert to 
the mistaken classical policy of attacking unemployment 
mainly by manipulating wage rates. 

A long-range wage policy is concerned with the possibility 
of raising the entire consumption schedule. As such it is an 
integral part of public policy designed to effect a transfer of 
income from nonwage groups to wage groups. As has been 
indicated, public measures to increase the purchasing power 
o wage groups and to transfer income from non wage groups 
to wage groups are defensible, if these measures raise the 
consumption function without at the same time lowering the 
investment function. As far as a wealthy economy is con- 
cemed, progressive taxation as a means of redistributing in- 
come has the double advantage of raising the consumption 



280 


Monetary Theory and Public Policy 


function and of lowering the savings function without im¬ 
poverishing the economy. 

A system of “guaranteed wages” has of late been given wide 
publicity as a supplementary measure to prevent the con¬ 
sumption function from falling, if not to raise that function 
substantially. 5 Such a system is merely the generalization of 
those existing isolated cases of “job security.” Security of 
tenure enjoyed by some professional groups is a case in point. 
The general idea is that the employers should assume some 
part of the risk of unemployment by guaranteeing minimum 
annual wages, that is, steady employment at some appropriate 
proportion of regular wages for a minimum period, the 
length of the period depending on the ability of each firm or 
industry to maintain the working force on its payroll. The 
period of unemployment not covered by such a guarantee 
plan is to be taken care of by a social security program. A 
system of “guaranteed wages” is considered as a useful ad¬ 
junct to the existing social security program, the coverage 
and benefit payments of which are obviously inadequate. 
It is doubtful, however, that guaranteed-wages plans will 
create such a great sense of security as to reduce peoples 
liquidity-preference in the short run or to lower their pro¬ 
pensity to save significantly in the long run. Even if some 
enlightened employers appreciate the beneficial effects of a 
general gain in security of income and adopt guarantee plans, 
as they indeed have adopted them in the United States, 6 
their efforts may well be offset by the myopia of other em¬ 
ployers. It would therefore seem more realistic to concen- 


s Cf. Hansen, Economic Policy and Full Employment, pp. 158-160; Office 
of War Mobilization and Reconversion, Guaranteed Wages: Report to ttie 
President (Washington, 1947); J. L. Snider, The Guarantee of Work and 
Wages ( Harvard Univ., 1947); A. D. H. Kaplan, The■ Guarantee- of An uual 
Wages ( Brookings Institution, Washington, 1947); H. Feldman, The Annu 

Wage_Where Are We?” American Economic Review , December, 1 * 

Rita Ricardo, "Annual Wage Guarantee Plans,” American Economic Review, 


December, 1945. 

® Cf. J. E. Chemick and J. 
of Minnesota Press, 1945). 


G. Helickson, Guaranteed Annual Wages (Univ. 
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trate on the extension of social security and minimum wage 
legislation. 

Social Security 

All advanced countries are committed to some kind of 
social insurance, and are rapidly moving in the direction of 
more extensive systems of social insurance. A system of social 
security is significant, apart from its humanitarian merits, 
partly as an anticyclical measure but mainly as a long-range 
stabilization measure. In the short run a system of social 
security serves as an offset to a cyclical decline in investment. 
We know that consumption expenditures fall with falling in¬ 
vestment, partly because of the reduced spending of those 
who become unemployed and of their dependents. Social 
security will therefore contribute to the prevention of con¬ 
sumption expenditures from falling too low during depres¬ 
sion. Moreover, a social security program helps to sustain 
the accustomed level of spending among employed workers 
during depression, since it creates a sense of security con¬ 
ducive to such spending. It should be noted, however, that 
if the benefit payments are smaller in amount than the em¬ 
ployment taxes collected, the net result will be deflationary. 7 

In the wealthy industrial countries there is increasing 
recognition that an extensive system of social security is 
needed for achieving a high-consumption or low-saving econ¬ 
omy. A social security program is regarded as a solution to 
the paradox of thrift common to all the wealthy capitalistic 
economies. Thus viewed, a system of social security is an at- 
empt to remove some of the primary causes of the need for 
savmgs, such as are characterized by the phrase “saving for 
he rainy day. This emphasis on the long-run aspect of social 
ecunty is based on the growing conviction that a high-con- 
sumphon economy is “the long-run hope for capitalism.” » 
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By diminishing the fear of insecurity a comprehensive pro¬ 
gram of social security (involving not only unemployment 
compensation but also old-age pensions and health insurance) 
would raise the consumption function and reduce the pro¬ 
pensity to save to such an extent that a chronic deficiency of 
private investment might well cease to disturb the secular 
savings-investment equilibrium at full employment. 

Adoption of a comprehensive program of social security 
might be more feasible where people tend to prefer outlays 
on social security benefits to public investment than where 
the idea of “subsidizing mass consumption” is generally con¬ 
sidered more repugnant than that of public investment. 9 
This is not to suggest that social security and public invest¬ 
ment are simple alternatives, for they can be promoted simul¬ 
taneously, as the recent British experience indicates. Apart 
from the question of feasibility, it is clear that no industrially 
advanced country subject to chronic mass unemployment can 
really afford to minimize the importance of a comprehensive 
program of social security for stabilization as well as for 
welfare purposes. 


Easy Consumer Credit 

Consumer credit control is part of any integrated anti- 
cyclical policy. Experience has shown that consumer credit 
control is capable of arresting excessive installment buying. 
There is no intrinsic reason for supposing that this type of 
selective control is incapable of stimulating the demand for 
strategically important consumer durables, such as automo- 

Public Investment Policy,” in The Xew Economics P . 476; J. H. ^lUiams, 
“Deficit Spending” American Economic Review , e ru&ip, ’ / 

Lord Beveridge, Full Employment in a Free Societ X (London, George Allen A 

l "» V In this regard see ’ M^Kalecki, “Political Aspects of Full Employment, 

Political Quarterly, October-December 1943. , 

io For example, installment credit fell to about $1.8 billion dur g 
War II owing to “Regulation W,” but the removal of the latter control led to 
installment credit amounting to some $7 billion in 1948 (before the new con- 
trol went into effect in September of that year). 
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biles, household equipment, and perhaps television sets. 
During depression, “Regulation W” should be reversed to 
reduce the cost of consumer credit and to increase its availa¬ 
bility, that is by reducing down payments, bv lengthening 
the period of amortization, and by liberalizing other terms of 
lending. 

In view of the fact that an increasing proportion of the total 
sales of durable consumer goods is effected on credit, 11 and 
since the demand for those goods is one of the most unstable 
elements of aggregate demand (demand for consumer dur¬ 
ables being postponable in favor of more urgently needed 
necessities), easy consumer credit is an important part of an 
effective antidepression policy. During a period of depression 
and mass unemployment, the monetary authorities, with the 
co-operation of the producers of durable consumer goods, 
can and should reduce down payments, etc., in order to sus¬ 
tain the demand for those goods or to increase that demand. 
The lowering of interest rates is considered undependable, 
since such a change exercises only a small influence on the 
size of short-term installment credit. Easy consumer credit 
to stimulate the demand for durable consumer goods would 
be of no avail if the producers of those goods were unwilling 
to adjust their prices to the demand. Price flexibility in these 
lines of production would of course be difficult to obtain 
should they be dominated by monopoly interests. It would 
e to the long-run interest of the producers concerned to 
co-operate with the monetary authorities by co-ordinating 
their price policy with the latter s consumer credit policy. 

As for the long-run effects of easy consumer credit, they 
will be reflected in the extent to which durable consumer 
goods are sold on credit in the future. In the United States, 
at any rate, the propensity to consume is likely to rise and the 
propensity to save likely to fall, if the present trends in 

(NatondB™ Fluctuations 



284 Monetary Theory and Public Policy 

installment buying continue. It is not without significance 
that the percentage of all consumer durables sold on credit 
increased in the United States from 40 per cent in 1929 to 
nearly 60 per cent in 1938. This percentage can be increased 
over time by the progressive liberalizing of the conditions 
of consumer credit, including interest rates. The secular sig¬ 
nificance, let alone the cyclical significance, of a substantial 
increase in the proportion of durable consumer goods sold 
on credit for private investment as well as for private con¬ 
sumption must not be overlooked. According to Kuznets’ 
investigation, the average annual output of consumer dur¬ 
ables (e.g., passenger automobiles, household equipment, 
and radios) in the period 1919-38 amounted to $7,100 mil¬ 
lion, or about 20 per cent of gross capital formation. 12 A 
long-range consumer credit policy must, therefore, be guided 
by the stimulating effects of an enlightened system of in¬ 
stallment credit on both the consumption and the investment 
functions. Here is a fruitful field of co-operation among the 
Federal Reserve authorities, Federal credit agencies, private 
consumers’ research organizations, and many other public 
and private groups interested in the promotion of consumer 
demand. 

Other Measures for a Higher Consumption Function 

We have noted that there are certain “trend forces which 
naturally tend to raise the propensity to consume and to 
lower the propensity to save. A conscious attempt to tinker 
with some of those forces may be made with a view to supple¬ 
menting the major lines of attack outlined above. First, we 
may try to expand educational opportunities along the lines 
recommended by the President’s Commission on Higher Ed¬ 
ucation, thereby increasing the percentage of the American 
youth going to college from the present figure of 16 to at 

« Cf. Commodity Flow and Capital Formation (National Bureau of Eco¬ 
nomic Research, New York, 1938). 
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least 32. 13 The existing low standard of educational oppor¬ 
tunities—an anomaly in the worlds richest nation and an 
anachronism in this day and age—is attributed to the fact 
that the Federal government has assumed no responsibility 
for the education of its citizens. 14 The Presidents Commis¬ 
sion recommends, among other things, that the Federal gov¬ 
ernment should annually spend a third of the §3.2 billion 
necessary for an effective higher education program as “an 
investment in human talent, better human relationships, de¬ 
mocracy and peace.” There is doubtless much in such a 
program that is intrinsically valuable, but the relevant point 
here is that education serves to develop an expensive taste 
and so helps to raise the propensity to consume. 

Another roundabout method of raising the consumption 
function is to facilitate urbanization. Family-budget stud¬ 
ies reveal, among other things, the interesting fact that city 
people have a much higher propensity to consume than do 
country folks.” It is sometimes suggested that the govern¬ 
ment should help mechanize agriculture so that the surplus 
population can migrate into cities. 15 A Federal long-range 
program of urban redevelopment (i.e„ slum clearance, low- 
cost housing, etc.) would also contribute to further urbaniza¬ 
tion and incidentally to the lowering of the savings func¬ 
tion. Unless, however, continuous full employment is main¬ 
tained in urban areas, a “back-to-the-farm” movement may 
counteract an influx of agricultural families into cities. Ur¬ 
banization, though helpful in raising the consumption func¬ 
tion is not a dependable method. It would perhaps be more 
to the point to “educate” the country folk to make greater use 

of mail-order buying, etc., and so to lower their propensity 
to save. r r 7 


We have also noted that the development of an advertis- 

Sec Hansen, op. cit., p. 173. 

15 Klein, op. cit., p. 176. 
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ing industry was a contributing factor in the downward shift 
of the savings function over the last few decades. In view 
of this historical experience the suggestion has been made 
that “truthful advertising” be publicly subsidized to raise the 
consumption function. 16 Such a policy might prove difficult 
of administration. Moreover, it would be self-defeating if the 
government paid a large part of advertising costs by allowing 
corporations to deduct them from taxable income and thus 
unwittingly encouraged larger corporate savings, or if the 
subsidy policy merely encouraged the growth of monopolistic 
competition (product differentiation) and thus let monopoly 
prices stand in the way of effective consumer demand. It 
is likely that in view of increasing tendencies toward monop¬ 
olistic competition the advertising industry will develop fur¬ 
ther without government subsidies, to raise the consumption 
function over time. 

16 Klein, op. cit. 



T HE ANTIDEPRESSION measures that have been pre¬ 
sented in the preceding chapters are mean s to an end, namely, 
co ntinuous full employmen t. The validity, adequacy, ap¬ 
propriateness, effectiveness, and feasibility of these and other 
means depend basically upon value judgments with respect 
to social objectives, including full employment and many 
others. Disagreement on general or ad hoc antidepression 
measures stems partly from differences of theoretical diag¬ 
nosis but principally from differences of normative judgment 

as to what kind of a full-employment society we ought to 
have. 1 " b 

The sort of a full-employment society contemplated here 

is one in which the following social objectives are promoted 
concomitantly: 


.TcCJ'-n ffx* T 

( H.g 1 s.», So) Ch.S'» » ST-- 'Sr* ■; 
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b/i. T he continuous full employment o f productive resources-b oth 
human and material, beyond an irreducible minimum which 
must necessarily exist for frictional and dynamic reasons; 

^ 2. The maximum real income compatible with technological prog¬ 
ress, that is, the fullest possible output of goods and services 
witii given conditions of arts and sciences; 

3. The allocation of available resources such that the primary 
needs of the population (e.g., food, clothing, shelter, medical 
care, and education) are satisfied first of all and as completely 
as possible; 

Greater e quality in the distribution of the fruits of full ou tput 
and full employment among the factors of produc tion, i.e., as 
e quitable a d istribution of incomes and wealth as is com patible 
w ith the maximum efficiency and progress in conditions of full 
e mploym ent; 

5. The maintenance of the basic political and economic liberties, 
such as the representative form of government, free consumer 
choice, and free occupation choice; 

6. The freest possible exchange of goods, services, and ideas 
among nations in an atmosphere of continuous universal peace 
and full employment. 


This is a formidable challenge to modern society, to be 
sure, but it is the kind of a full-employment society that the 
logic of the modern monetary analysis requires. It provides a 
perspective which the policy makers of any free society can 
scarcely afford to lose sight of. There is general agreement on 
the desirability of those social goals, but there is no such 
agreement on particular means to those ends. But this latter 
area of disagreement is being rapidly narrowed, owing largely 
to a better understanding of the nature of the basic social an 
economic problems of our times. It is possible, therefore, to 
make some generalizations concerning full employment 

^ 1. First, all modern full employment policies are premised 
on the firm conviction that depression and mass unemploy¬ 
ment are dispensable. This intellectual assent is in itself a 
great advance over the traditional concept of business cycles, 
and represents prima facie evidence of the correctness of the 
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theoretical diagnosis of the in stability of aggregate demand 
as well as of the effectiveness of the practical cure that logi¬ 
cally follows from that diagnosis. Instead of leaving our ma¬ 
terial well-being to "the workings of blind forces,” as we 
were inclined to do under laissez faire , we now find ourselves 
more determined than ever to control those blind forces in 
such a way as to enjoy continuous full output and employ¬ 
ment without sacrificing essential liberties. Thus there is an 
increasing realization that there can be no genuine w elfare 
a nd freedom wi thout cons cious control, wi thout the deliber- 
a te manipulation^ dem and. 

2. There is now wide agreement that only the government 
is capable of pursuing a consistent full employment policy. 
There are two obvious reasons for this agreement. First, no 
one ^economic group , wh ether it be a gro up of businessmen, 
workers, orTar mers, is interested in promoting the pub lic 
welfare and economic stability at. the expense of its immedi- 

sectional interests. T hus we find managements, 
labor unions, and fanners pursuing conflicting policies at the 
expense of one another and often to the utter neglect of the 
public interest. This state of affairs is an inevitable con¬ 
comitant of an unregulated market economy. Second, as one 
economist so aptly puts it, "no other organization possesses 
the power necessary for the task.” 2 F or these reasons the 
™ ain r esponsibility for achieying-and maintaining full^m - 

pl oyment and continuous prosperity rests wit h the national 
government and its agencies. But therp i<; aUn a 
reason for it. 


Increasing reliance on the government for a consistent 
tull-empbymen 1 policy is really a reflection of the failure 
ot individualistic capitalism” to "deliver the goods.” 3 This 
failure expresses itself in the i nability of the price system to 
i ns ur e fulToutput, f ull employme nt, con tinuous stability , and 

l S’ D * Graham » °P* ci*., p. 40. 

Keynes, “National Self-Sufficiency.” 
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even an optimum allocation of resources . 4 Keynes was one 
of the few economists even before the onset of that devas¬ 
tating Great Depression to recognize the self-destroying na¬ 
ture of laissez faire and the shocking inadequacy of the un¬ 
regulated price mechanism . 5 His General Theory put the last 
nail in the coffin of laissez faire , as far as economists are con¬ 
cerned. The question is no longer whether the government 
should intervene in private enterprise, but rather to what 
extent public control is necessary to achieve full employment 
and other equally desirable social objectives. Keynes would 
leave such matters of detail to “the particular conditions of 
the time” as any realistic economist would. At any rate, there 
is now widespread recognition of the need for a greater de¬ 
gree of public control than was contemplated by classical 
economists, that is, the need for a “mixed system” in which 
economic life is guided in part by free market forces but 
largely by deliberate public policy, and in which the govern¬ 
ment guarantees, or creates a favorable political and eco¬ 
nomic environment for, maximum output, employment, and 
purchasing power . 6 To implement such a policy the United 
States, for example, established the Council of Economic Ad¬ 
visers in accordance with the 1946 Employment Act (Ameri¬ 
can counterpart of the 1944 British White Paper on employ¬ 
ment policy). 

t/' 3 . All the full employment measures ha ve this in com¬ 
mon, that they a re aimed at maintaining aggregate deman d 
at a level sufficient to insure full employment. Past emphasis 
on the stabilization ofThe'pnce level has given way to new 
emphasis on the stabilization of the volume of income and 

4 For cogent explanations of why the pricing principle and the unregulated 
price mechanism fail to meet the requirements of the age, see H. R. Bowen, 
op. cit., Parts 4 and 5, and J. E. Meade, Planning and the Price Mechanism, 
Chap. 1 (London, George Allen & Unwin Ltd., 1948). 

6 Keynes, The End of Laissez-Faire (London, 1926), and Monetary Re¬ 
form (New York, 1924). , . 

o On a “mixed system” as a desideratum, see Hansen, Fiscal Policy and 

Business Cycles, Chap. 20. 
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expenditure, since the principal demand factor determining 
general prices is national income. Furthermore, the choice 
of national income as the central variable and the choice of 
such aggregates as consumption expenditures and invest¬ 
ment outlays characterize modem full-employment analysis 
and policy as essentially monetary. The simple income equa¬ 
tion Y = C + I underlies even the most complicated full- 
employment policy conceivable. This simplest model of 
Keynes has served to provide us with the clarity of purpose 
necessary for effective full-employment measures. If the level 
of employment is found to depend on aggregate spending, the 
stabilization of that level is possible through measures to 
stimulate consumption expenditures, investment expendi¬ 
tures, or both, the choice depending largely upon the cyclical 
or secular nature of the employment in question. Our the¬ 
oretical analysis suggests that we should concentrate on the 
effort to promote investment in the short run, given a stable 
consumption function, and that c ontinuous full employmen t 
c an best be maintained by stimulating both investment- and 
c onsumptio n. In either case it is monetary expenditures that 
determine the level of employment. 

If the maintenance of adequate aggregate demand turns 
mainly on investment, as it does in the short period, then 
we have a choice to make between stimulating private in¬ 
vestment and increasing public investment or exports. This 
choice depends on a number of economic and noneconomic 
considerations, such as the interest elasticity of private de¬ 
mand for capital, the existing stock of capital, a general at¬ 
titude toward public investment, the proportion of foreign 
trade to total trade, etc. If private investment is merely de¬ 
ficient, pump priming" w ill provide the necessary stimu lus. 
If, on the other hand, private investment is lacking, as it tends 
to be, relative to savings, in wealthy capitalistic economies, 
/^ S P^ satory spending" is what is needed. In both cases, 
however, public investment should not take the form of 
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"sp ending for spend ings sake”; it is desirable and possible to 
combi ne th e e mployment-generating and w ealth-creating as¬ 
p ects o f pub lic spending. In this regard, Keynes’ allusion 
to pyramid building is a valid didactic argument for income- 
creating public spending in conditions of less than full em¬ 
ployment, but it is not to be taken for policy recommenda¬ 
tion. It is well to remember that, as Keynes himself pointed 
out, employment-generating public investment need not have 
harmful “tertiary” effects on business confidence, provided 
that it does not consist of “obviously wasteful, foolish, or ex¬ 
travagant projects.” 7 

4. As to the financing of public investment. Popular em¬ 
phasis on the possible disturbance to the economy from the 
additional taxation necessary to service a large and growing 
public debt is misplaced. One way to get around the tax 
burden of deficit financing is to resort to the printing press 
or interest-free financing, as some are disposed to suggest. 
But then banks and institutional investors would be deprived 
of a profitable outlet for their idle cash balances during de¬ 
pression and an opportunity to acquire riskless earning as¬ 
sets (i.e., interest-yielding, gilt-edged government securi¬ 
ties ) for stable income. If the printing press is undesirable or 
unfeasible, the government can service the debt by additional 
borrowing from the banking system. This is considered by 
some to be a better way of avoiding the tax burden in¬ 
volved in deficit financing. Additional borrowing to service 
the debt would be unnecessary, if the loan-financed public 
investment actually led to such a high level of national in¬ 
come as to create a budgetary surplus. If, h°y^ ver > defic it 
financ ing and spending gave rise to full employment, acb 
diti onal borrowing and taxation w ould become necessary to 
minimize the accompa nying infl ationary pressure anyway. 
The poh^TIirUis is simplythat public investmgaLc^- 
d ucive to full employment should not be opposed_on_the 

7 C i. Macmillan Report of the Committee on Finance and Industry, 1931. 
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g round that it entail s a large and gro wing public debt, u n- 
less those opposing it are preparedto accept interest-free 
fi nancing or the c onsequences of deficient private inv est- 
ment. 8 

Some types of public expenditure, however financed, are 
certainly defensible on grounds other than those of full em¬ 
ployment. Development projects, slum clearance, public 
health, education, and the like are cases in point. If therefore 
p ublic investment is directed into channels through which 
bo th full employment and welfare are promoted concurrentl y, 
th ere will be fewer objections to deficit financing, In the long 
run, it is possible to promote both full employment and social 
justice by placing increasing reliance upon the greater pro- 
gressivity of income taxes for financing additional public ex¬ 
penditures. For this method of financing would help finance 
full employment, while at the same time f acilitating a great er 
equa lity_in the distribution of income. Although it is douBt- 
ful that taxation alone, however progressive in incidence, 
can finance “compensatory spending,” it is at least a worth¬ 
while supplement to borrowing. The promise of financin g 
public expenditure s via, progressive taxation lies mainly in 
th e field of combating secular oversaving or underinvestm ent. 
For such a method of financing would help to compensate 
for the lack of private investment, while simultaneously 

^nagAe-prppensity toj>ay £_whichis too high relative to avail¬ 
a ble investment opportuni ties. 

Qf all the measure s aimed at stimulating consumption, 
the most import ant single measure trom a long view is a 
redistribution of income W e have shown that a more nearly 
equal distribution of income has the effect of raising the 
consumption function, not to mention the amount of con¬ 
sumption expenditures with a given consumption function. 

» ^' or TO nfr° v ersial discussions see Hansen, Economic Policy and Full Ern- 
L/Ti d^’ 18; A. P. Lemcr, “Functional Finance and the Federal Debt,’* 

Febmary, 1943; E. D. Domar, ‘The Burden of the Debt and 
a onal Income, American Economic Review , December, 1944. 
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The extent to which income should be redistributed toward 
equality depends on (a) the existing stock of capital, (b) the 
community’s choice between stability and progress, and (c) 
the further development of welfare economics. A stronger 
case for greater equality in income distribution exists in 
wealthy industrial countries than in undeveloped countries, 
since the growth of wealth, which an unequal distribution 
of income is supposed to promote, is more likely to contribute 
to economic instability than to social progress in the former 
countries. By showing “the paradox of thrift” Keynes removed 
the chief social justification for great inequality in the distri¬ 
bution of wealth and income. 9 In undeveloped countries a 
measure of inequality in income distribution may still find 
some justification in the fact that in those countries social 
progress via capital formation is needed more than economic 
stability. 

In democracies, the principal means for redistributing in¬ 
come is a combination of prog ress ive taxation and welfa re 
expenditures . It has been shown that the extent to which 
such a redistribution of income will increase total consump¬ 
tion expenditures depends on the actual marginal propensi¬ 
ties to consume of lower and higher income groups. The fiscal 
measures for in come re distribution are the more effective 
the greater the above differenc e in the marginal propensiti es 
to consume of those inco me groups. Sin ce lower inc ome 
groups generally have a hi gh marginal propensity to consume, 
a transfer of income to these groups will result in _a jnet in 
crease in total consu mptio n. In the longer period, the jcqQ 
sumption function can b e raised by gradually in creasing t e 
progressivity of income t axes as well as by grad ually iggnov 
ing all the regressive taxes now in existence , particular y in 
the State and InPHTf^IXAlthmigh greater e quality in income 
distributiorunay be defended on many grounds, it cannot by 
itselTsolve^the pro^lenTofcyclical or chronic depression, con- 

0 See General Theory, p. 373. 
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trary to an underconsumptionist tendency to regard it as 
the panacea. 

As to the relative effectiveness of monetary and fiscal 
policies. Although all the significant variables chosen in in¬ 
come analysis, except employment, run in monetary terms, 
it does not follow that traditional monetary and banking 
policies are more effective than fiscal policies in achieving 
and maintaining full employment. Deliberate changes in 
t he cost a nd a vailability of credit , as the traditional analysis 
would sug gest, ar e no longer considered adequate in sti mu¬ 
lat ing investme nt, i n promoting consum ption, or in discour- 
aging savings, as far as the industrially ad vanced countriesare 
concerned. 10 Our observation of the actual liquidity, invest¬ 
ment, and savings functions obtaining in the United States 
seems to support the above conclusion. This is not to deny 
the desirability of a cheap-money policy to facilitate low-cost 
public investment or to stimulate particular types of invest¬ 
ment (e.g., construction, public utilities, and other long-term 
capital outlays). Nor is it implied that the traditional central 
bank credit controls, especially rediscount policy and open- 
market operations, are of no avail to a recovery program. But 
it does imply that monetary policy cannot make a significant 
contribution to the maintenance of full employment and con¬ 
tinuous prosperity except in conjunction with fiscal policy. 
For while monetary policy is still justifiable on its own merits, 
fiscal measures are no longer contemplated without reference 
to their impact on the stability of the whole economy and ag¬ 
gregate employment in particular, even though policy de¬ 
cisions may be made on political and other noneconomic 
grounds. 

But there is nothing to be gained by drawing an exag¬ 
gerated dichotomy between monetary and fiscal policies, i.e.. 


10 


venti^t? PS 1 "* may still be defended as an effective means for pre- 
Capital p. 30i m fr ° m develo P in S *"to a "bust." See J. R. Hicks, Value and 
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by relying exclusively on one or the other. In view of the 
present institutional setup it seems more realistic to consider 
m onetary policy better adapted to the short run a n d to d e¬ 
pend on fiscal policy for combating mainly persistent defl a- 
tion or inflation. For the Federal Reserve authorities already 
have the necessary powers to change rediscount rates and 
reserve requirements or to initiate open-market operations; 
whereas potentially more effective measures of fiscal policy 
require Congressional approval after a long period of con¬ 
troversy for political and other reasons, and thus may come 
to the rescue of less effective measures of monetary policy 
too late. To the extent, however, that greater flexibility in 
fiscal policy is achieved, that policy will become actually 
more effective than monetary policy even in short periods. 
Nevertheless, t he real promise of fiscal policy lies injh e.field 
o f maint aining s ecular stability and continuous full empl oy¬ 
ment, since compensatory spending for stabilization purposes 
carTbe reinforced by lon g-range welfare and developm ental 
pu blic expenditur e^and by a gradual shffFto a progressive 
tax structure. 

/TTrice flexibility (i.e., absence of price-cost rigidities) as 
a general solution for instability is now considered inadequate 
for a number of reasons. 11 First, d ownward pric e and wage 
adjustments might increase output and emp loyment in par¬ 
ticular industries wit h elastic demands for their products, 
b ut theseTadjustments w ould have no such effect on the 
whole economy in which actin' demands for particular goo s 
nndser v ices "are offset by inelastic dema nds for others. And 
“product differentiation” so prevalent in this age of colossal 
advertising is a strong presumption in favor of inelastic de¬ 
mand for many goods and services. Second, if prices of goods 
and factors were to fall together, the price-cost relation would 


n For some of these and other reasons, see Hansen, Fiscal ? ° lic V 

ttSKS P* ** 

L. R. Klein, op. cit., p. 90. 
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remain intact to the detriment of the inducement to invest, 
and the value of money would rise to the benefit of the pro¬ 
pensity to save, thus leaving aggregate income and employ¬ 
ment virtually unaffected. Third, a rise in the margin al ef- 
fic iency of capital due to a reduction in factor prices without^-y 
a corresponding reduction in commodity prices is offs et by 
a fal l in aggregate demand, with the result that ther e is no 
si gnificant change in aggregate employment. As h as been 
sh own, if higher factor pr icesled to higher commo dity pri ces, 
t he increase in agg regate demand due to the higher factor 
pri ces (e.g., wages) woul d be dissipated in higher general 
pri ces instea d of leading to an increase in aggregate output 
an d emplo yment. Lastly, “sticky” wages, which are often 
considered to be a cause of depression and mass unemploy¬ 
ment, may in fact have a stabilizing effect on the economy, 

since such wages serve to deter an otherwise possible defla¬ 
tionary spiral. 


Even if price flexibilit y could change aggregate output 
a nd employment, suc h a change wou ld be short-lived unless 
pr oper mon etary-fiscal measures were in operation to trans¬ 
l ate the gains of pr ice flexibility into terms of stable monetary 
e xpend itures. Plausible assumptions regarding the parameters 
of the Keynesian functions cast doubt on the possibility of 
insuring stability by merely eliminating price-cost rigidities. 
As has been shown, underemployment equilibrium is still 
possible even in the complete absence of price-cost rigidities 
as long as the liquidity, investment, and savings functions 
respond the way they do to interest changes. This is not to 
deny, however, the usefulness of promoting price-cost flexi- 
i ity in those particular sectors of the economy whose price 

movements may be of strategic importance to general eco¬ 
nomic stability. 

8 . Finally, it is important to stress that the lasting success 
o any national full-employment policy rests on effective 
monetary, trade, and political co-operation among nations. 
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especially among the major industrial nations on which so 
many countries depend for their internal prosperity via their 
foreign trade relations. In an open system, fluctuations in the 
levels of income and employment in one country tend to 
spread to another, as will be shown in a later chapter. For 
this reason nations are more conscious today than ever be¬ 
fore of the international character of the modern problem 
of deficient aggregate demand, and therefore of the need for 
multinational monetary and commercial co-operation for 
world prosperity. The existing international monetary and 
other agencies (United Nations affiliates) are prima facie evi¬ 
dence of a world desire to maintain lasting economic stability 
through co-operative efforts rather than through “beggar-my- 
neighbor” policies. 
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Domestic vs International Equilibrium 





The External Value of Money — 

The Gold Standard 






INTERNATIONAL as well as domestic economic stability 
presupposes stability in the value of money as a sine qua 
non, among other requirements. The external value of money 
or the domestic price of foreign currencies on the foreign 
exchange market is determined diversely under different 
monetary standards, and the way in which it is determined 
affects domestic and international economic welfare differ¬ 
ently. It is therefore necessary to examine both the theoretical 
basis and the practical implications of various international 
currency systems. We shall consider three typical monetary 
standards, namely, (a) the gold standard, (b) the paper 
standard, and (c) the mixed standard—the International 
Monetary Fund. Our discussions in this chapter and the two 
o owing may serve as a background for an understanding 

° ™ m ° re com P^ ex problems of international and domestic 
equilibrium presented in the last two chapters. We shall be¬ 
gin with the gold standard. 
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Stable Exchange Rates 

It seems useful to begin with a definition of the gold stand¬ 
ard. A country is said to be on the gold standard (a) when 
its monetary authority is committed to a policy of buying and 
selling gold at a fixed price in unlimited amounts, (b) when 
the purchasing power of a unit of its currency is kept equal 
to the purchasing power of a given weight of gold, and (c) 
when the external value of its currency is fixed through the 
medium of gold. Practically all major trading nations were on 
gold in the above sense before 1931, and gold served as a 
principal international means of payment and as an important 
reserve of international liquidity. 

Under an international gold standard exchange rates are 
fixed, since each national currency is convertible into gold 
at a fixed rate and therefore into another currency at a fixed 
rate. If, for example, $4 and £1 can both be exchanged for 
the same amount of gold, it follows that the exchange value 
of £ 1 cannot be above or below $4. In reality exchange rates 
under the gold standard do fluctuate but only within the nar¬ 
row limits set by the gold export and import points, that is, 
by the cost of sending gold from one point of the system to 
another. The gold export point is the upper limit beyond 
which the domestic price of a foreign currency may not rise, 
while the gold import point is the lower limit beyond which 
the domestic price of a foreign currency may not fall. It goes 
without saying that one country’s export point is another s 
import point. These gold points are illustrated below. 

Gold Export Point Gold Import Point 

Mint par $4.80 = £1 Mint par $4.S0 = £1 

Exchange rate $4.90 = £1 Exchange rate $4.70 - ^ 

In the case of the gold export point the dollar price of the 
pound sterling will not rise beyond $4.90, since $4. 1S 
point beyond which it becomes less costly to ship go an 
to purchase a draft on London. That is to say, if the omes 
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price of a sterling draft on the foreign exchange market (e.g., 
a New York bank engaged in foreign exchange transactions) 
is higher than the mint price of gold, Americans would nat¬ 
urally rather pay English creditors more cheaply by send¬ 
ing gold than by buying sterling drafts. In the case of the 
gold import point it is more profitable for Americans to have 
gold shipped to them than be paid with drafts, since they can 
sell the gold to the mint and receive $4.80 instead of the $4.70 
which they would otherwise get by converting the drafts into 
dollars. Hence $4.70 is the gold import point. 

Thus under the international gold standard the external 
value of a national currency is determined by (a) the mint 
par of the standard monetary unit relative to that of foreign 
currencies, and (b) the limits set by the gold export and im¬ 
port points. The stability of exchange rates is the raison d'etre 
of the gold standard, since it promotes international trade 
and finance by eliminating risks involved in otherwise un¬ 
stable exchange rates. Yet it was partly rigid adherence to 
fixed exchange rates that eventually made the gold standard 
countries go off gold in protest during the 1930’s. The main 
fault of the gold standard was that the external value of a 
national currency was kept stable at the expense of the sta- 
bdity of its internal value. That is precisely why the entire 
world today is disposed to share Keynes’ conviction that the 
de jure external value of a national currency should be ad¬ 
justed to conform to its de facto internal value instead of the 
other way around. 1 How was the stability of the internal 
value of a national currency sacrificed on the altar of stable 
exchange rates? The answer requires a brief examination of 
the specie-flow-price mechanism. 

The Specie-Flow-Price Mechanism 

° f 1116 g0 ' d standard is ‘hat ^ provides a self¬ 
regulating, automatic mechanism for economic adjustments 

1 Cf. Speech in the House of Lords, May 23, 1944. 
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among trading nations. Gold inflow or outflow, as the case may 
be, automatically leads to equilibrium in the country’s balance 
of payments. 2 Let us first take the case of a debtor country 
which loses gold to others as a result of an adverse balance 
of payments. The sequence of events leading to equilib¬ 
rium via internal deflation is shown below. 


1. An excess of debits over credits on current account (disequilib¬ 
rium in the balance of payments). 

2. Gold outflow. 

3. A decrease in gold reserves to support central bank credit and 
note issue as well as in commercial bank reserves to support 
demand deposits (the latter effect being due to the loss of re¬ 
serves involved in customers’ payment for the gold). 

4. Credit contraction by both the central bank authorities and 
commercial banks (i.e., a “tight” money market). 

5. A deflation of domestic prices, money incomes, money costs, 
and employment. 

6 . A fall in imports and a rise in exports. 

7. Equilibrium in the balance of payments. 

Confronted with an actual or probable outflow of gold, 
the central bank could attempt to offset the deflationary im¬ 
pact of gold outflow by increasing MV (i.e., not observe the 
“rules” of the gold standard game in order to avoid internal 


2 In this connection it is useful to recall certain fundamental concepts in¬ 
volved. First, balance of payments refers to the difference between all debit 
and credit items (current transactions, gold movements, and capital transac¬ 
tions), while balance of trade signifies the difference between commodity ex¬ 
ports and commodity imports in terms of value. Second, an adverse balance 
of payments (or simply a “deficit”) indicates that a country s visible and in¬ 
visible imports (current transactions) exceed in value its similar exports. An 
excess of visible and invisible exports over similar imports, on the^other hand, 
signifies a favorable balance of payments (or simply a “surplus ). Balance- 
of- payment difficulties arise when 'nations cannot export enough on current 
account to pay for imports, or when they lose gold or exchange reserves to a 
critical extent without entirely wiping out the deficits Thud, for accounting 
purposes the total balance of'payments (with aU trading nations) is-always 

in balance, since capital or gold movements are entere in e ® Thus 
payments statement to balance debits and credits on curren ac ■_ 

a deficit nation, for example, may “settle" an adverse ba ance of pa>™enU 
on paper by entering on tire credit side gold exports equal to the amount 

the deficit. 
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deflation). But then such an attempt could not last, since in¬ 
creased MV would lead, among other things, to more imports 
and therefore to more gold outflow. At less than full employ¬ 
ment, increased MV would increase the demand for domestic 
and foreign goods and services without necessarily increas¬ 
ing domestic prices. Hence the central bank would have to 
take deflationary steps, as shown above, to decrease MV and 
therefore imports. The decreased imports thus effected, 
coupled with increased exports due to lower domestic prices 
and costs, would lead to an export surplus and therefore to 
gold inflow. Thus the adverse balance of payments is over¬ 
come automatically. Until this long-run adjustment takes 
place, the gold-losing country has to sacrifice internal eco¬ 
nomic stability, including the stability of the internal value of 
its currency, for the sake of the stability of the external value 
of that currency. Otherwise a debtor country could overcome 
its adverse balance of payments by depreciating the exchange 
value of its currency, but then such a method of adjustment is 
in violation of the rules of the game. 

The reverse is true of the effects of gold inflow, that is, an 
inflation of domestic prices and incomes. There is no point in 
trying to offset the inflationary impact of gold inflow by de¬ 
creasing MV, since the subsequent fall in domestic prices and 
incomes would only increase exports on the one hand and 
decrease imports on the other. Accordingly, the gold-receiv¬ 
ing country presumably lets domestic prices, incomes, and 
costs rise until the reverse disequilibrium in its balance of pay¬ 
ments is overcome. An increase in domestic MV resulting 
from gold inflow leads to an increase in the demand for im- 
ports and in the amount of import expenditures because of 
(a) larger domestic incomes, and (b) higher domestic prices 

er 1 ° 0re u gn a F1CeS ' F ° r these reasons P art of the in¬ 
creased MV will flow out and the “multiplier" effect of gold 

off^r °" domestlc and employment will be partly 

offset. This point will receive further attention in the subse- 
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quent chapters. In the short run, therefore, a gold-receiving 
country has no choice but to suffer from the inflationary 
impact of gold inflow, if it is to stay on gold. At less than 
full employment, such an inflationary impact is welcome; 
but it is well to remember that part of the beneficial effect 
of gold inflow on domestic employment “leaks ou*” to the 
benefit of employment in foreign countries. 

The central bank of a gold-receiving country might try 
to reduce the inflationary pressures accompanying the gold 
inflow, but could do so only by deviating from the rules of 
the game. In other words, a gold-receiving country is sup¬ 
posed to take inflation for granted just as fatalistically as a 
gold-losing country is expected to take deflation and like it. 
Yet there is reason to believe that the gold standard mecha¬ 
nism generally works to the advantage of gold-receiving coun¬ 
tries. The gold standard mechanism has, in Joan Robinson s 
words, “an inherent bias towards deflation/' 3 This is plausible 
for the following reasons. 

First, a gold-losing country must deflate credit, prices, and 
incomes in order to arrest gold outflow, or, to put it differently, 
to get out of disequilibrium. By contrast, a gold-receiving 
country is under no equal pressure to inflate credit in order 
to check gold inflow, since more gold is always welcome for 
purposes of accumulating gold reserves and since the kind 
of disequilibrium that results from gold inflow (i.e., a fa¬ 
vorable” balance of payments) is, more often than not, bene¬ 
ficial to domestic employment, though harmful to long-run 
international equilibrium. This means'that a gold-losing coun¬ 
try must observe the rules of the game at the expense of do¬ 
mestic stability, whereas a gold-receiving country is in no 
hurry to do so simply because a continuing disequilibrium 
would result only in more gold reserves and, at worst, in more 

8 C/. “The International Currency Proposals," Economic Journal, June- 
September, 1943. 
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domestic inflation. And from the purely domestic point of 
view inflation is always easier to bear than deflation. 

Second, central bank policy is usually more effective in 
offsetting the inflationary impact of gold inflow than in 
counterbalancing the deflationary effect of gold outflow. That 
is to say, in so far as the rules of the gold standard game are 
not followed strictly, the traditional central bank controls 
(e.g., rediscount policy, reserve requirements, and open- 
market operations) can be used by a gold-receiving country 
to avert undue credit expansion much more successfully than 
by a gold-losing country to stimulate credit expansion. For 
once the gold-losing country’s domestic activity has been 
depressed by its adverse balance of payments and by the 
subsequent loss of gold reserves, central bank actions to 
stimulate general economic expansion will not suffice, as the 
monetary experience of the 1930’s clearly indicated. Fiscal 
and other nonmonetary measures are required to pull the 
economy out of depression, as has been shown already. 
In a period' l of the generally inelastic demand for credit a 
gold-losing country cannot very well take advantage of cen¬ 
tral bank credit devices to combat depression, even though 
it is willing to ignore the rules of the gold standard game. 

There may of course be other reasons for the one-sidedness 
of the gold standard mechanism, but the recognition of “an 
inherent bias toward deflation is strongly suggestive of in¬ 
creasing skepticism about automatic forces in general and 
about the gold standard mechanism in particular. 

Devaluation 

Devaluation is one way to evade the strict rules of the 
gold standard game. A country which wishes neither to de¬ 
flate nor to forgo the advantage of stable exchange rates 
may elect to devalue its currency, that is, to reduce its gold 
parity. This it can do by simply fixing a higher price for gold 
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in terms of its own currency. The consequent rise in the 
nominal value of monetary gold stocks makes possible an 
expansion of bank credit without lowering the ratio of gold 
reserves to monev income. The United States, for instance, 

0 9 j 

devalued its currency in 1934 by raising the fixed price of 
gold from $20.67 to $35 per ounce. It left gold in 1933 and 
returned in 1934 at a lower parity (somewhat below 60 
per cent of the old gold parity). A country may devalue over¬ 
night without going off gold temporarily, as France did in 
1936, when it made a nominal profit of some 17 billion francs. 
It is not difficult to see that if all gold standard countries de¬ 
value their currencies simultaneously, exchange rates among 
them will remain unchanged. But if only one country devalues 
its currency, that country stands to gain export advantages 
since the lower exchange value of its currency will stimulate 
exports on the one hand and check imports on the other, given 
the elasticity of international demand (given by the familiar 
formula: E = (dQ/Q)/(dP/P)) as a constant. The domestic 
and external effects of devaluation are as follows: 

Intcrml Effects 

1. Higher income for gold 
producers. 

2. Maintenance of national in¬ 
come in terms of domestic 
currency via enabling ex¬ 
porters to receive more dol¬ 
lars for each unit sold. 

3. A stimulus to domestic 
manufacturing due to high¬ 
er prices of imports in terms 
of devalued domestic cur¬ 
rency. 

The beneficial effects of devaluation on domestic trade and 
employment are highly dubious, but there seems to be little 
question about the export advantages which it makes pos¬ 
sible. Suppose, for instance, that before the devaluation ot 


External Effects 

1. An increase in exports due 
to lower export prices in 
terms of foreign currencies. 

2. A decrease in imports due 
to higher import prices in 
terms of domestic currency. 
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the dollar the exchange rate was $4 = £ 1 ( £ representing 
the currencies of the rest of the world). Now suppose that the 
rate becomes $5 = £ 1 as a result of the devaluation of the 
dollar. This means that American exporters receive $5 instead 
of $4 for the same amount of exports, while American im¬ 
porters must now give up $5 instead of $4 for the same amount 
of imports. Looking at it from the standpoint of foreign buy¬ 
ers, the latter now find the American market a cheaper place 
in which to buy, inasmuch as they can get $5 worth of Amer¬ 
ican goods and services in exchange for the same amount of 
their currencies. 


Some important qualifications and refinements are in order. 
(1) The export advantages of devaluation presuppose no 
immediate retah'ation on the part of others, whether in coun¬ 
terdevaluation or any other retaliatory measures. (2) The 
export advantages of devaluation are likely to be offset by 
any appreciable rise in the domestic cost of production, par¬ 
ticularly in the export industry. In the short run, in which 
no significant increase in productivity can be expected, this 
means that the cost of production in the export industry can 
be kept down largely by resisting money-wage increases and 
monopoly-price increases. If the country in question is ex¬ 
periencing general inflation, many persons would rather see 
inflation overcome first than agree to devaluation for the 
same purpose of cheapening exports in terms of foreign cur¬ 
rencies. For they argue that as long as inflation is going on, 
export prices cannot be low enough even in terms of the 
ower exchange value of domestic currency to stimulate the 
volume of exports significantly. Yet the policy makers are 
hkely to prefer devaluation to internal deflation, if the choice 
is between devaluation and anti-inflation policy. This choice, 

neZr rrt e r de only with reference to p^cai ex . 

pediency. An .deal policy would be one of combining devalua¬ 
te an< * a, f 1 - lnflah0 " P°%> but such a combination may 
prove utterly unfeasible for political reasons. X 
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(3) Devaluation will not stimulate exports if the price- 
elasticity of foreign demand for our exports is low, that is, 
less than unity. Some writers consider this to be the decisive 
factor. 4 For example, if a country’s exports consist largely of 
luxuries for which the foreign demand is generally elastic, a 
20 per cent reduction in its export prices would lead to a 20 
per cent increase in the volume of its exports or even better, 
the precise percentage increase in exports depending on 
whether the foreign demand has a coefficient of elasticity 
equal to or greater than 1. Great Britain is a case in point. On 
the other hand, a country which mainly exports necessities 
stands to gain little by devaluation, since the foreign demand 
for such exports is generally inelastic. Brazil is an example of 
such a country. In longer periods the possibility of substitution 
becomes so strong that the criterion of elasticity loses much of 
its force; but in short periods, in which consumer tastes and 
substitutability remain constant, the responsiveness of foreign 
buyers to export prices may well be a compelling argument 
for or against devaluation. The income elasticity of demand is 
relevant to some internationally traded goods. For example, 
the American demand for foreign raw materials is more sen¬ 
sitive to a domestic income change than to a foreign export- 
price change. Thus devaluation would not necessarily stimu¬ 
late exports if the devaluing country’s exports consisted partly 
of goods for which the world demand was more elastic with 
respect to income than with respect to price. 

(4) The export advantages of devaluation will be more 
than offset by its import disadvantages, if the devaluing coun¬ 
try happens to depend very heavily on imports. This has two 
implications. First, a rise in the price of imports in terms of 
devalued domestic currency would cause the domestic cost 
of living to rise to the extent that necessities are imported, 
thus lowering real wages. Second, terms of tradj would turn 
against the devaluing country if devaluation caused a greater 

4 E g., J. E. Meade, op. cit., p. 96. 
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fall in the price of exports than in the price of imports in terms 
of foreign currencies, so that less real imports per unit of ex¬ 
ports could be obtained. In other words, the physical quantity 
of exports needed to pay for imports of equal value is thereby 
increased, thus necessitating increased production or a lower 
standard of living. But there is this to be said in favor of de¬ 
valuation, namely, that devaluation, though restricting im¬ 
ports and therefore reducing real domestic consumption, does 
help to stimulate exports. By contrast, import quotas and 
other forms of “import austerity” do nothing to stimulate ex¬ 
ports. Against this must be set the argument that while de¬ 
valuation discourages all imports from all sources without dis¬ 
crimination, discriminatory import restriction (e.g., import 
quotas) enables the government to import the necessary 
goods and services cheaply and on favorable terms by playing 
off one exporting country against another. 5 Thus viewed, de¬ 
valuation is a modification of the free-pricing mechanism, 
whereas import restriction is an instrument of state trading. 

(5) Devaluation has the effect of shaking international 
confidence in the devalued currency and therefore of jeop¬ 
ardizing the very trade which the devaluation is intended to 
stimulate. Anticipations regarding dollar devaluation, “for 
example, might make the foreigners hesitate to purchase 
American goods or to hold dollars, since they could get more 
dollars in exchange for their currencies by buying our goods 
and holding our money later. It is not therefore difficult to 
understand why some countries confronted with the urgent 
need for export expansion take a rather cautious attitude 
toward the question of devaluation. Such an attitude is all the 
more understandable when viewed in the light of all the other 
ramifications of devaluation discussed above. One must, how- 


Ur 
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ever, avoid the extreme of dismissing devaluation as an alto¬ 
gether outrageous proposal regardless of particular problems 
confronting a country, as the orthodox gold standard theorist 
seems inclined to do. 



18 


The External Value of Money — 

The Paper Standard 


#• 





THE GOLD STANDARD imposes on the gold standard 
countries the alternatives of inflation and deflation. The in¬ 
ternal price level and the internal value of a national currency, 
under that standard, are left to the vagaries of the yellow 
metal. In other words, the external value of a national cur¬ 
rency is kept stable at the expense of internal economic sta¬ 
bility. Irving Fisher in the United States and John Maynard 
Keynes in England did most to convince the world that the 
traditional policy of maintaining exchange stability should be 
abandoned in favor of internal economic stability (Fisher em¬ 
phasizing price stability and Keynes income stability). Only 
under the pressure of the world-wide depression of the 1930’s, 
however, did nations realize the wisdom of exchange flexibil¬ 
ity. Flexible exchange rates are generally associated with 
autonomous, local monetary systems. A local monetary system 
is usually a paper standard, but need not be so. In the absence 
of an international gold standard the external value of national 
currencies may be made flexible (a) by leaving automatic 

market forces free to influence it, or (b) by letting the mone- 
tary authority deliberately adjust it. 
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The Purchasing Power Parity Theory 

Under a system of autonomous paper standards the external 
value of a currency is said to depend “ultimately and essen¬ 
tially” on the domestic purchasing power of that currency 
relative to that of another currency. In other words, exchange 
rates tend under such a system to be determined by the rela¬ 
tive purchasing power parities of different currencies in dif¬ 
ferent countries. This is the essence of the parity theory which 
underlies the observable fact of fluctuations in exchange rates 
in a period of volatile international price movements. A nu¬ 
merical example will perhaps help. 

Suppose that in a given period the exchange rate between 
the dollar and the pound is $4 = £*1. Now suppose that the 
general price level in the United States goes up twice as high 
as in the base period, while general prices in Britain increase 
three times as much as in the base period. (Particular causes 
of such price increases are irrelevant to the present analysis.) 
With the American price index increasing to 200 and the Brit¬ 
ish price index increasing to 300, the internal purchasing 
power of the dollar is now one-half its original level and that 
of the pound one-third its original level. In these circumstances 
the dollar price of the pound should fall to two-thirds of the 
original price, that is, to about $2.66, according to the pur¬ 
chasing power parity theory. Otherwise, it is argued, trade 
relations between the two countries would be out of balance. 
We can generalize by writing 

Foreign exchange rate = (domestic price of a 

foreign currency in 
the base year) X do¬ 
mestic price index/ 
foreign price index 

In our example the domestic price of a foreign currency in 
the base year is $4, the ratio of the domestic price index to 
the foreign price index 200/300, or 0.66, and $4 times 0.66 



External Value of Money—The Paper Standard 315 

equals $2.64, which is about two-thirds of the original dollar 
price of the pound—a correct purchasing power parity rate. 

Effects of a change in the domestic purchasing power of 
the dollar on the exchange value of that currency are illus¬ 
trated in the following diagrams. In Figure 30 (A) we have 
elastic demand curves (greater than unity) to indicate that 
the rest of the world has substitutes for American exports or 
alternative markets in which to purchase similar goods and 
services. This means that the rest of the world is rather sensi- 

(A) WORLD DEMAND FOR (B) U S DEMAND FOR <C) DOLLAR PRICE OF 

US EXPORTS WORLD EXPORTS FOREIGN EXCHANGE 



Fig. 30. Effects of a Change in the 
Purchasing Power of the Dollar 
on its Exchange Rate 

tive to slight changes in American export prices. It is assumed 
that inflation has already occurred in the United States to 
send up general prices, including export prices. Before the in¬ 
flation American export prices were P 1 and American exports 
to the rest of the world (i.e., imports by others) were OQ lf 
given the initial world demand for American exports, D t , as 
shown in Figure 30 (A). After the inflation American export 
prices go up to P 2 , in response to which the world demand for 
American exports decreases to D 2 , that is, a downward shift 
of the demand curve to the left. As a consequence American 
exports (or imports by the rest of the world) decrease to OQ 2 . 
This means that the world demand for dollar exchange (e.g., 
drafts on New York) also declines, for the simple reason that 
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the rest of the world now has less payments to make to Amer¬ 
ican exporters or creditors. From the American point of view 
this means that the supply of foreign exchange decreases. 
Note the leftward shift of the supply curve in Figure 30 (C). 

In Figure 30 (B) the demand curves are drawn so as to have 
a price elasticity of less than unity, on the assumption that 
the United States does not find close substitutes for those 
goods and services offered by the rest of the world. It is also 
assumed that world export prices remain unchanged—no in¬ 
flation abroad. Under these circumstances the United States 
finds the rest of the world a cheaper place in which to pur¬ 
chase, and consequently the American demand for world ex¬ 
ports increases from Dj to D 2 at the old price level as 
shown in (B). Imports by the United States (or world exports 
to the United States) increase from OQ, to OQ 2 . Note that, 
while American imports have increased by QiQ 2 * n (B), 
American exports have decreased even more, namely, by 
Q 2 Qj in (A). In other words, the United States has a larger 
import surplus (an export surplus from the standpoint of 
others). This excess of imports over exports is reflected in 
the upward shift of the demand curve in (C), that is, in the 
rise of American demand for foreign exchange. 

The American demand for world exports and therefore for 
foreign exchange far exceeds the world demand for American 
exports and therefore for dollar exchange. Accordingly, the 
domestic price for foreign exchange rises from P, to P 2 , as 
shown in (C). A rise in the dollar price of foreign exchange 
means a fall in the external value of the dollar, since Ameri¬ 
cans must now give up more dollars to get the same amount 
of foreign exchange. The low exchange value of the dollar will 
stimulate American exports and discourage American imports 
until equilibrium is restored in the American balance of pay¬ 
ments. Thus a change in the purchasing power of the dollar 
due to domestic inflation can affect the external value of the 
dollar, and the balance-of-payments position will change wi 
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it In reality, the reverse is more likely—that is, a great world 
demand for dollar exchange due to price inflation in the rest 
of the world and to the generally inelastic nature of the world 
demand for American exports, as well as a great rise in the 
entire demand schedule (i.e., an increase in the quantity de¬ 
manded as well as an increase in demand, as indicated by 
the steepness of the demand curve and by the upward shift 
in its position). 

Gustav Cassel, J. M. Keynes, and others used the purchasing 
power parity theory after World War I to show that the fall 
in the external value of some European currencies was largely 
the result of postwar inflation in Europe. The theory is also 
useful in demonstrating the consequences of a possible dis¬ 
crepancy between the internal and external purchasing power 
of a national currency. The concepts of overvaluation and 
undervaluation are based on purchasing power parities. A 
currency is overvalued when its external value is kept at a 
level higher than its internal purchasing power. The over¬ 
valuation of a currency may come about via (a) price infla¬ 
tion, given stable exchange rates, or (b) foreign exchange 
stabilization or controL 

The overvaluation of the pound and the undervaluation of 
the dollar are illustrated in the following example. 


The Overvalued Pound and the Undervalued Dollar 

Actual Rate $5 = £ 1 
Parity Rate $4 = £ 1 

In the foreign exchange market the pound is clearly over¬ 
valued relative to the dollar, indicating a higher price level 
or lower purchasing power in Britain than in the United 
States. This means that $5 will buy only $4 worth of goods 
In Britain. Hence one can say that the pound is “overvalued” 
and expensive relative to the dollar. It follows that an over¬ 
valued currency , other things equal, leads to an increase in 
imports and to a decrease in exports. On the other hand, the 
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dollar is “undervalued” and cheap relative to the pound in 
the above example, thus indicating that the general price 
level in the United States is lower than in Britain. The dollar 
is undervalued and cheap in terms of sterling, since Americans 
must give up $5 instead of $4 to get £1 worth of goods. It 
follows from this that an undervalued currency tends to stimu¬ 
late exports and to reduce imports. It is possible that the dollar 
is “undervalued” relative to the pound sterling but “over¬ 
valued” relative to other currencies, depending upon relative 
price levels in those countries. If, for example, prices remain 
constant in the United States but are rising in Britain, while 
hyperinflation is going on in the rest of the world, the dollar 
is likely to be undervalued in terms of sterling but overvalued 
in terms of all other currencies. 

From the policy standpoint it is important to know in terms 
of what particular currency or currencies it is that the national 
currency is overvalued or undervalued. If Britain, for exam¬ 
ple, depended on imports from America more than from a 
combination of all other countries, the undervaluation of 
sterling relative to the dollar would be to the great disad¬ 
vantage of Britain. For the sterling price of imports from the 
United States might be so high as to offset Britain s export 
earnings considerably, if not completely. Such a consideration 
is significant for a nations balance-of-payments position, and 
therefore also for its domestic income and employment. An 
overvalued-currency country can achieve an import surplus 
if full employment is maintained by domestic policy, or else 
must suffer from unemployment and an adverse balance o 
payments. If imports are the main objective, the overvalued 
rate of exchange may be kept up by limiting the demand for 
foreign exchange relative to supply. If, on the other hand, ex¬ 
port surpluses are desired, the overvalued rate should be 
“undervaluated” (i.e., depreciated) by allowing the deman 
for foreign exchange to increase relative to supply; otherwise 
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the country in question must deflate to the possible detriment 
of domestic income and employment. 

This suggests that deviations from the parity rate in the 
form of overvaluation or of undervaluation should not be 
criticized as incompatible with the equilibrium rate without 
reference to particular nations' balance of payments and their 
income and employment conditions. For natural or deliberate 
deviations from the parity rate are now often considered 
necessary to maintain internal economic stability and pref¬ 
erable to an adjustment of domestic prices. Such deviations 
doubtless do violence to the classical notion of keeping ex¬ 
change rates “neutral” and of relying on internal price defla¬ 
tion or inflation for external equilibrium, as under an in¬ 
ternational gold standard. This leads us to a consideration of 
some relevant criticisms of the purchasing power parity 


Basic Defects of the Parity Theory 

Before developing the “balance-of-payments theory” of ex¬ 
change rates, Keynes suggested two basic defects of the parity 
theory, namely, (a) its failure to take into consideration the 
elasticities of reciprocal demand, and (b) its failure to con¬ 
sider the influence of capital movements. 1 In Keynes' view, 
foreign exchange rates are determined not only by price 
movements but also by capital movements, the elasticities 
of reciprocal demand, and many other forces affecting the de¬ 
mand for and supply of foreign exchange. 

the elasticities of reciprocal demand 

By the elasticity of reciprocal demand is meant the re¬ 
sponsiveness of one country's demand for another country's 
exports with respect to price or income. As for the price elas- 

i 1 C Ua Ke > rnes » ^ Treatise on Money (Harcourt, New York, 1930), VoL 
1, p. 336. 
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ticity of demand for exports, the price change which is relevant 
here might be considered to be due to exchange depreciation 
or appreciation, not to general price movements. With inter¬ 
national price movement remaining constant, whether the 
external value of a national currency will change depends, 
among other things, on the responsiveness of the foreign de¬ 
mand for a nation’s total exports to a slight change in that 
nation’s export prices in terms of foreign currencies. Take, for 
example, the world demand for British exports, which is gen¬ 
erally elastic with respect to price—luxuries and semiluxuries 
making up the bulk of those exports. Suppose that the pound 
sterling becomes depreciated as a result of an appreciation 
of other currencies, thus making British exports cheaper in 
terms of foreign currencies and British imports more expensive 
in terms of sterling. Since the world demand for British ex¬ 
ports is assumed, and perhaps safely, to be elastic, there would 
be a shift of demand in the world market in favor of British 
exports. Since, also, the depreciation of the pound sterling has 
the effect of discouraging imports into Britain, the probable 
result would be a net increase in the world demand for 
pounds sterling, or what is the same, in the British supply of 
foreign exchange. This increase in the derived world demand 
for sterling exchange would result in an appreciation of ster¬ 
ling. Thus a change in the external value of the pound sterling 
has been brought about without any international price 

changes. 

In general, it can be stated that a country's demand for an¬ 
other country’s exports or for foreign exchange is the more 
elastic the greater the proportion of luxuries and semiluxuries 
in the exports demanded, the greater the number of alterna¬ 
tive markets in which to buv, and the longer the period in 
which to produce effective substitutes for the goods imported. 
It is interesting to note in this connection that a world shortage 
of dollars and its depressing effect on the external value of 
many currencies other than the dollar is explainable partly m 
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terms of a highly inelastic world demand for American exports 
relative to a highly elastic American demand for world ex¬ 
ports—as in a postwar period—quite apart from relative price 
levels. Needless to say, in the longer period the elasticities of 
reciprocal demand can change significantly as a consequence 
of changes in international consumer tastes. 

As for the income elasticity of demand for imports, the 
change in the demand for foreign goods and services and in 
the derived demand for foreign exchange is functionally re¬ 
lated to the change in national income. The income elasticity 
of demand (E = (dM/dY)/(M/Y); see Chap. 20) may be 
regarded as the responsiveness of a country’s demand for 
another country’s exports to changes in the domestic money 
incomes of the former country. In other words, it is the char¬ 
acter of the propensity to import out of a given income that 
is supposed to affect exchange rates independently of interna¬ 
tional price movements. Suppose, for example, that because 
of some “trend” factors the income elasticity of demand for 
imports is high in the United States, while that of world de¬ 
mand for American exports is low in the rest of the world 
for similar reasons. Under these circumstances there would 
be a shift of demand in the world market in favor of non- 
American goods and services, as well as a shift of demand in 
the American economy from home goods to imports. The 
probable effect on exchange rates of such shifts of demand 
would be to appreciate foreign currencies relative to the 
dollar, even if no price changes took place anywhere. 

A similar analysis applies when productivity increases as a 
result of some technological improvements in one country, 
for such a structural change expresses itself in an increased 
demand for that country’s cheaper and perhaps better exports. 
This is especially true of innovations in the export industry. 
Tariff changes and export subsidies would similarly influence 
exchange rates via their influence upon reciprocal demand 
quite independently of international price movements. 
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CAPITAL MOVEMENTS 

Capital movements are the other important influence that 
Keynes mentions. Although Keynes concentrates on short¬ 
term speculative capital movements, long-term capital move¬ 
ments may have an equally important effect on exchange 
rates, as will be shown presently. Short-term speculative capi¬ 
tal movements, otherwise known as “capital flight,” may arise 
from a desire to make a profit or avoid a loss on exchange fluc¬ 
tuations, as in the case of “hot money,” or from a desire for 
safety and security, as in the case of “refugee capital.” Let us 
see how movements of such short-term capital may affect 
exchange rates. 

Suppose that the price of the pound on the New York ster¬ 
ling market falls from $4 to $3.80 and is in danger of falling 
still farther. This means that dealers and banks can get fewer 
dollars for their pounds, or, what amounts to the same thing, 
more pounds for their dollars. They therefore try to get out 
of dollars and into pounds to avoid a loss or to make a profit. 
As a consequence the demand for dollars falls and the supply 
of pounds increases, thereby tending to lower the price of the 
pound still farther. So much for the abstract. Let us now take 

a concrete example. 

Assume that the exchange rate between the dollar and the 
pound on the New York sterling market is $4= £1, while 
simultaneously the rate quoted on the London dollar market 
is $3.80= £1. Seeing this discrepancy, dealers and banks 
will sell dollars for pounds in London to resell the pound 
proceeds in New York to make a profit of $0.20 per pound. 
In sending “hot” dollars to be sold in London, dealers and 
banks will increase the supply of dollars in the London dollar 
market, and thus cause the sterling price of the dollar to 
fall (i.e., to appreciate the pound sterling). Similarly, in 
sending equally “hot” pounds to be resold in New York, they 
will increase the supply of pounds in the New York sterling 
market, and thereby cause the dollar price of the pound to 
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fall (i.e., to appreciate the dollar). These movements of “hot 
money” will go on until the discrepancy between the two mar¬ 
kets is wiped out so as to render the ‘"hot” pursuit of speculative 
happiness inexpedient. In the meantime the damage is done 
—to exchange stability as well as to the purchasing power 
parity theory. For, on the one hand, the price of the pound 
has fallen as a result of the increased supply of pounds so as 
to appreciate the dollar unwarrantedly, while, on the other 
hand, the new exchange rate between the dollar and the 
pound has nothing whatsoever to do with general price move¬ 
ments or changes in purchasing power parities. 

The same analysis applies to an import of “refugee capital,'' 
whether due to political crises abroad or to safe investment 
opportunities here. It can be stated in general that an inflow 
of “hot money” or an import of “refugee capital” tends to raise 
the exchange value of the currency of the capital-receiving 
country and that a withdrawal of such capital will lower it. 
Thus an actual or expected change in the domestic price of a 
foreign currency may lead to an inflow or outflow of “hot 
money” to cause a further change in the exchange rate be¬ 
tween any two currencies involved, without there being any 
price changes in either country. The appreciation of domestic 
currency due to an inflow of short-term capital of a specula¬ 
tive nature is utterly unrelated to current needs, and there¬ 
fore tends to upset equilibrium in the balance of payments of 
the country whose currency has appreciated. This implies 
that speculative short-term capital movements will have to 
be controlled; otherwise they will cause countries to adjust 
their balance of payments via internal price deflation or in¬ 
flation. But this is a secondary impact of exchange fluctua¬ 
tions. 

As for the influence of long-term capital movements, the ex¬ 
change rate between the dollar and the pound sterling, for 
instance, will be affected by whether it is the United States 
or Britain that does the lending on long term. That is to say, 
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it is the one-sided movement of long-term capital that is 
relevant to the present analysis. Suppose that the United 
States, for example, decides to lend to Britain by buying long¬ 
term British securities or by getting British I.O.U.’s in ex¬ 
change for long-term loans to Britain. The effect on the ex¬ 
change rate between the dollar and the pound can be seen 
more easily if looked at from the British angle. Thus when 
Britain borrows from the United States, it acquires claims on 
dollars, and the supply of dollars on the London exchange 
market increases. Consequently the sterling price of the dollar 
goes down, making the external value of sterling higher rela¬ 
tive to the dollar. If, for example, the sterling price of a dollar 
before the capital import was £.25 (reciprocal of $4 per 
pound quoted on the New York market), it must fall below 
that figure—say, for simplicity’s sake, to £.20. This means 
that the pound has become more expensive relative to the dol¬ 
lar as a result of the capital import from the United States. 
Britain can now purchase in the United States more cheaply 
than before the appreciation of the pound, even though the 
prices of American export goods have not fallen at all. The re¬ 
verse would be true if the United States imported long-term 
capital from Britain, that is, the appreciation of the dollar 
relative to sterling on the New York exchange market. 

Thus we can generalize by stating that the one-sided export 
of capital tends to raise the external value of the capital- 
importing country’s currency, and that the one-sided import 
of capital tends to lower the external value of the capital¬ 
exporting country’s currency. These effects can readily be 

seen in the following diagrams. 

The original equilibrium rate of exchange between the 
dollar and the pound is taken to be $4 per pound on the New 
York exchange market and £.25 per dollar on the London ex¬ 
change market, since $4 is the reciprocal of £.25, or one- 
fourth. After the American loan (capital export) to Britain, 
the supply of dollar exchange increases, as shown by the left- 
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ward shift of the supply curve S 2 , with the result that the 
sterling price of the dollar on the London dollar exchange 
market falls to £.20—an appreciation of sterling. This fall 
in the sterling price of the dollar is reflected in a rise in the 
dollar price of the pound on the New York sterling market— 
a depreciation of the dollar. When the pound becomes more 
expensive relative to the dollar, individuals and dealers try to 
get out of dollars and into pounds, as was explained in con- 

LONDON DOLLAR MARKET NEW YORK STERLING MARKET 



Fig. 31. Effects of Long-Term Capital 
from the United States to the United 
Kingdom on the Dollar-Ste rlin g 

Exchange Rate 


nection with “hot money/’ This means that the demand for 
sterling must rise as high as to equilibrate the dollar price of 
sterling and the sterling price of the dollar, or $5 = £ 1 on the 
New York market and £.20 = $1 on the London market ($5 
is the reciprocal of £.20, or one-fifth). The upward shift of the 
demand curve D 2 reflects the increased demand for pounds 
sterling on the New York sterling market. 

There are many other criticisms of the purchasing power 
parity theory, both theoretical and practical, 2 but the fore- 

’Eg., see G. H. Halm, International Monetary Cooperation (Univ. of North 

Y* 1 ! 'Toxo 655 ; l 945); G ‘ Haberler > international Trade (Macmillan, New 
York, 1936); J. Vmer, Studies in the Theory of International Trade (London, 

George Men A Unwin Ltd., 1937); S. Enke and V. Salera, International 
Economics (Prentice—Hall, New York, 1947); L. A. Metzler, “ Exchange Rates 
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going discussion of the basic defects of the parity theory sug¬ 
gested by Keynes, namely, the failures to consider the in¬ 
fluence of reciprocal demand and to appreciate the inde¬ 
pendent role of capital movements, is sufficient to show that 
the determination of the external value of currencies depends 
not only on international price relations but on many other 
factors. We are now ready to discuss a more adequate ex¬ 
planation of the determination of foreign exchange rates, 
namely, the “balance-of-payments” theory. 


The Balance-of-Payments Theory of Exchange Rates 


The most satisfactory explanation of fluctuations in the ex¬ 
ternal value of paper currencies is that a free exchange rate 
tends to be such as to equate the demand for and supply of 
foreign exchange. For example, the external value of the 
inconvertible dollar depends on the demand for and supply 
of dollars on the foreign exchange market in New York. The 
demand for dollars on the New York foreign exchange market 
comes from people who offer foreign exchange in order to ob¬ 
tain dollars , while the supply of dollars comes from people 
offering dollars to obtain foreign exchange. American ex¬ 
porters are an example of the first group, i.e., demanders, and 
American importers exemplify the second group, i.e., sup¬ 
pliers. Thus, for example, the demand for dollars by holders 
of pounds sterling constitutes the sterling -supply schedule, 
and the supply of dollars by those wanting pounds sterling 
constitutes the sterling- demand schedule. In other words, on 
the New York sterling market the demand for dollars is the 
same thing as the supply of pounds sterling, and the supply 
of dollars is another way of looking at the demand for pounds 
sterling. The intersection of the sterling-supply curve and 
the sterling-demand curve gives the equilibrium pnce ot 
sterling that equates the amount of pounds sterlmg oflere 


and the International Monetary Fund,;’ in ^""^ 7 ****’ 
Federal Reserve Postwar Economic Studies, No. , g 
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and the amount of pounds sterling demanded. If the equilib¬ 
rium dollar price of sterling on the New York market happens 
to be $4 per pound, the equilibrium sterling price of the dollar 
on the London market tends to be £.25, which is the recipro¬ 
cal of $4, or one-fourth, as was explained earlier. 

Now the demand for foreign exchange arises from the debit 
items in the balance of payments, whereas the supply of for¬ 
eign exchange arises from the credit items. “Debits” here re- 

a given period 

to foreigners, and “credits” include all payments 
the period by foreigners to residents. If, for example, the 
United States has a net debit, its demand for foreign ex¬ 
change—say, pounds sterling—must exceed its supply of 
pounds sterling, with the result that the dollar price of ster- 
ling will go up or, what amounts to the same thing, the ex¬ 
ternal value of the dollar will go down relative to sterling. 
That is to say, the dollar becomes cheap in terms of sterling. 
Conversely, a net credit in the American balance of payments 
will lead to a drop in the dollar price of the pound, that is, 
to the higher external value of die dollar or the expensive 
dollar relative to the pound. We may write the causal rela¬ 
tions among the demand for and supply of foreign exchange, 
the demand for and supply of dollars on the foreign exchange 
market, credits and debits in the balance of payments, and 
fluctuations in the exchange value of the dollar, as follows: 

Supply of foreign exchange = demand for dol¬ 
lars on the foreign exchange market (i.e.. 

New York) 

Demand for foreign exchange = supply of dol¬ 
lars on the foreign exchange market 
Credits > debits on current account = in¬ 
creased supply of foreign exchange 
Debits < credits on current account = in¬ 
creased demand for foreign exchange 
Demand for foreign exchange > supply of for¬ 
eign exchange = higher domestic price of a 


by residents 
made during 


fer to all payments made during 
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foreign currency (i.e., the cheaper dollar rela¬ 
tive to another currency) 

Supply of foreign exchange > demand for for¬ 
eign exchange = lower domestic price of a 
foreign currency (i.e., the expensive dollar 
relative to another currency) 


Since the demand for and supply of dollars on the foreign 
exchange market depends on the demand for and supply of 
foreign exchange, it is useful to list the major factors responsi¬ 
ble for changes in the demand for and supply of foreign ex¬ 
change. It is well to recall, in this connection, that the demand 
for and supply of foreign exchange is in the final analysis 
nothing else than the demand for and supply of foreign goods 
and services; the former is derived from the latter. As has al¬ 
ready been stated, the supply of foreign exchange arises from 
the “credit” items in the balance of payments, while the de¬ 
mand for foreign exchange results from the “debits.” There¬ 
fore, to know what constitute “credits” and “debits” is to 
know the sources of the demand and supply of foreign ex¬ 
change, as shown in the following list. 


Supply (credits) 

1. Commodity exports. 

2. Services rendered to for¬ 

eigners (e.g., shipping and 
freight). } 

3. Travel expenditures by for¬ 
eigners. 

4. Interest and dividends on 
foreign securities owned 
here. 

5. Remittances and charitable 
contributions by foreigners. 

6. Government expenditures 
by foreign nations. 

7. Imports of long-term capi¬ 
tal (i.e., export of stocks 
and bonds to U.S. by for- 


Demand (debits) 

1. Commodity imports. 

2. Services rendered by for¬ 
eigners. 

3. Travel expenditures by na¬ 
tionals abroad. 

4. Interest and dividends on 
American securities owned 
by foreigners. 

5. Remittances and charitable 
contributions bv residents. 

6. Government expenditures 

by the U.S. 

7. Exports of long-term capital 
(i.e., import of foreign 
stocks and bonds, American 
direct investments abroad, 
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Supply (credits) 

eigners, foreign direct in¬ 
vestments here, and foreign 
loans to here). 

8. Imports of short-term capi-^ 
tal (i.e., increase of foreign- 
owned bank balances in the 
U.S.). 

9. Gold exports. 


Demand (debits) 

and loans to foreigners). 

8. Exports of short-term capi¬ 
tal (i.e., increase of Ameri¬ 
can bank balances abroad). 

9. Gold imports. 


It is customary to put 1, 2, 3, 4, 5, and 6 on both sides in 
the category of “current transactions,” 7 and 8 in “capital 
movements,” and 9 in ‘'gold movements.” By far the most 
significant item is represented by commodity exports and im¬ 
ports; it is usually the single largest source of the demand 
for and supply of foreign exchange. But the quantitative sig¬ 
nificance of any one item differs from country to country. If a 
country has a deficit in its current account (items from 1 to 6) 
as a result of an excess of visible and invisible imports over 
similar exports, it must experience an adverse balance of pay¬ 
ments in the sense that it is paying off the debts by drawing 
on its foreign exchange reserves, by exporting gold, or by 
borrowing on short term from creditor countries—in short, 
by giving foreigners claims on its currency. Conversely, a 
favorable balance of payments means that a surplus country 
(on current account) must be accumulating claims on foreign 
currencies. It is not difficult, therefore, to see the relation be¬ 
tween the balance of payments and the exchange rate. 

Since an increase in a country s claims on another country s 
currency means an increase in the supply of that currency on 
the first country s foreign exchange market , the domestic price 
of that currency tends to decrease, thus appreciating the ex¬ 
ternal value of the creditor country's currency. Suppose, for 
example, that the United States is accumulating more claims 
on the rest of the world than the world is on us. Assume the 
original exchange rate between the dollar and all foreign cur- 
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rencies to be $4 = £ 1 (£ representing foreign currencies). 
Then the supply of foreign exchange on the New York ex¬ 
change market must increase relative to demand and the new 
equilibrium rate of exchange must therefore fall below $4— 
say, to $3.80. This would make the dollar expensive relative 
to all other currencies and the United States a dear market 
in which to buy. Eventually American exports would decline. 
This would wipe out a favorable balance of payments in the 
United States, cheapen the dollar relative to other currencies, 
and so on—back to equilibrium. Conversely, a deficit country 
is likely to have a weak exchange-rate position, since an in¬ 
crease in foreign claims on its currency means an increase in 
the demand for foreign exchange relative to supply to cause 
a decline in the external value of its currency. But then the 
deficit country will be able to wipe out an adverse balance of 
payments by increasing exports, thanks to the depreciated ex¬ 
ternal value of its currency. Therefore a deficit country's posi¬ 
tion may be weak with respect to the exchange rate but strong 
with respect to export advantages. 

The advantage of the balance-of-payments theory of ex¬ 
change rates is not difficult to see in the light of the above 
discussion. It is perhaps useful to make a few generalizations 
about this advantage. First, the explanation of the determina¬ 
tion of exchange rates in terms of supply and demand forces 
facilitates equilibrium analysis, not to mention its consistency 
with common sense. Second, the theory is more realistic in 
that the domestic price of a foreign currency is seen as a func¬ 
tion of many significant variables, not just purchasing power 
expressing general price levels. But the greatest practical 
significance of the balance-of-payments theory lies in the fact 
that it clearly shows the possibility of adjusting balances of 
payment disequilibria through exchange-rate adjustments 
rather than through internal price deflation or inflation as im¬ 
plied by the parity theory. 
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The Manipulation of Exchange Rates 

EXCHANGE DEPRECIATION 

How can a country with a net debit overcome its position 
of disequilibrium? Under the gold standard the answer was 
deflation, but under the paper standard it is usually exchange 
depreciation, though other methods are also available. The 
extent of exchange depreciation for equilibrium purposes de¬ 
pends on (a) the degree and duration of disequilibrium, and 
(b) the marginal propensity to import. If a country is con¬ 
fronted with a serious and continuous adverse balance of pay¬ 
ments, an appreciable fall in the exchange rate is required 
to restrict imports significantly. The country’s marginal pro¬ 
pensity to import is likely to be high if its imports consist 
largely of foodstuffs, raw materials, and other necessities. 
When therefore the marginal propensity to import is high, the 
exchange rate will have to be brought down very low (e.g., 
from $4 = £1 down to $8 = £ 1, or a 100 per cent fall in 
the exchange value of the dollar). Conversely, if the country’s 
imports consist mainly of luxuries, its marginal propensity to 
import is likely to be low and therefore a small fall in the ex¬ 
change rate will be suflacient to correct an adverse balance 
of payments. The most effective way to decrease imports is of 
course to deflate the total money income of the country in 
question, as was customary under the gold standard. But there 
is no need for money incomes to be reduced if exchange de¬ 
preciation does the trick just as well. In fact, it is largely to 

avoid a painful process of deflation that the method of lettine 
the exchange rate depreciate has come to be 
process of equilibrium adjustments via exchang. 
may be described in the following sequence. 

1. Disequilibrium—a net debit 

2. A reduction in American balances (i.e., for¬ 
eign exchange reserves) held in foreign cen- 


adopted. The 
s depreciation 
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3. Exchange depreciation (i.e., a higher price 
for drafts on foreign centers). 

4. Arrest of imports and other debit items and 
stimulation of exports. 

5. An increase in the flow of foreign currencies 
into the balances held by American banks in 
foreign centers and a decrease in the flow of 
foreign currencies out of those balances. 

6. Equilibrium in the American balance of pay¬ 
ments. 


Instead of allowing exchange rates to fluctuate naturally, 
the central bank may offer to buy foreign exchange at higher 
prices and thus bring about exchange depreciation. This is 
the familiar method of competitive exchange depreciation. As 
a means of gaining export advantages, exchange depreciation 
is a dangerous weapon, capable of destroying long-run inter¬ 
national equilibrium. 3 But as a method of preserving internal 
stability, i.e., by maintaining equilibrium in the balance of 
payments, exchange depreciation deserves approval. For the 
stability of internal prices, credit, and employment is gen¬ 
erally considered preferable to the stability of the exchange 
rates. Precisely because it is the line of least resistance, ex¬ 
change depreciation is at once attractive and destructive. 
Competitive exchange depreciation not only wipes out tem¬ 
porary export advantages but also discourages international 
trade and investment in longer periods. 4 Exchange deprecia¬ 
tion loses its chief justification if it stifles international trade 
to such an extent as to upset internal stability. This suggests 
that constructive use of exchange depreciation requires inter- 


3 For this reason the members of the International Monetary Fund are re¬ 
quired not to engage in competitive currency depreciation. However, the 
Fund allows the downward adjustment of the par value of a member coun¬ 
try's currency up to 10 per cent without prior approval, if and when neces- 

Sar > y Competitive exchange depreciation is not likely to be a serious proM*™ 
when there are world-wide shortages of commodities, as durmg an 'mmed 
postwar period. (See R. F. Mikesell, “The Role of the lntema onal Mo^taay 
Agents in a World of Planned Economies, Journal of Political Economy, 

December, 1947.) 
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national co-operation with respect to the national efforts to 
stabilize income and employment. Such considerations as this 
prompted the establishment of the International Monetary 
Fund, the International Bank, and the International Trade 
Organization. More on this subject later. 


EXCHANGE STABILIZATION 


Exchange stabilization is an attempt to overcome the dis¬ 
advantage of erratic movements in exchange rates without 
losing the advantage of free exchange markets. It is also an 
admission that laissez faire in international monetary matters 
does all concerned more harm than good. If exchange fluctua¬ 


tions according to the free play of supply and demand are 
deemed undesirable, a country may deliberately try to in¬ 
fluence the demand for and supply of foreign exchange in 
order to stabilize exchange rates. A country may establish an 
exchange stabilization fund , as Britain did in 1932 or as the 


United States did in 1934 with resources of $2 billion in gold 

taken from the profit resulting from the devaluation of the 

dollar. An exchange stabilization fund is a device to prevent 

appreciation or depreciation of domestic currency relative to 
another currency. 


To prevent the appreciation of the dollar on the foreign ex¬ 
change market, for instance, the stabilization fund buys for¬ 
eign exchange and gold to create an artificial demand for for¬ 


eign exchange. Contrariwise, to prevent the depreciation of 
the dollar, the fund increases the supply of foreign exchange. 
The fund s supply of foreign exchange and therefore its ability 
to sell foreign exchange is definitely limited at any moment, 
since it may not possess sufficient foreign exchange as part of 
its assets. Of course the fund can always increase the demand, 
that is, buy foreign exchange with domestic currency, since 
the government can borrow from the banking system. There¬ 
fore it is easier to prevent the appreciation of the dollar than 
to prevent its depreciation. 
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Suppose that the government decides to stabilize the dollar- 
sterling rate at $4 = £1. Suppose, further, that the dollar has 
appreciated to $3.60 = £ 1 and is in danger of rising farther. 
In this case the stabilization fund will step into the foreign 
exchange market and buy enough sterling to offset the de¬ 
mand for dollars. This attempt to prevent the appreciation 
of the dollar is shown in Figure 32 (A). Figure 32 (B) shows a 
situation in which the fund has increased the supply of foreign 
exchange in order to prevent the depreciation of the dollar 



STERLING EXCHANGE STERLING EXCHANGE 


Fig. 32. Operations of the Stabilization 

Fund 

from $4 = £ 1 to, say, $4.60 = £1. In Figure 32 (A), the sup¬ 
ply of sterling exchange increases due to, say, an American ex¬ 
port surplus, from S x to S 2 and, the demand being equal, low¬ 
ers the dollar price of sterling exchange (i.e., to raise the ex¬ 
ternal value of the dollar) from $4 to $3.60. At this juncture 
the stabilization fund steps in and increases the demand for 
sterling exchange, that is, buys up sterling, until the original 
equilibrium rate of $4 is restored. The fund has in effect de¬ 
preciated the dollar. Note that the demand has been increased 
by an amount equal to the increase in the supply, thus off¬ 
setting the appreciating effect of the latter. D 2 represents the 
artificially increased demand. Figure 32 (B) illustrates the op¬ 
posite situation, namely, the restoration (or maintenance) ot 
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the equilibrium rate of $4 by increasing the supply of sterling 
exchange from S 1 to S 2 to offset an increase in the demand 
for sterling exchange from D! to D 2 due to, say, an import sur¬ 
plus. If the exchange rate had been left to the free play of 
market forces, it would have depreciated even beyond $4.60. 
The fund has, in effect, appreciated the dollar. In both cases, 
however, the fund has stabilized the external value of the 
dollar at $4 — £L1. 

EXCHANGE CONTROL 

In contrast to mere intervention in the free foreign exchange 
market, exchange control represents the government monop¬ 
oly of foreign exchange transactions. During the 1930’s one 
country after another adopted exchange control, first as an 
emergency measure to arrest capital flight and then as a 
permanent measure to insulate itself from the adverse reper¬ 
cussions of a depression elsewhere. The orthodox method of 
coping with a flight of capital is the deflation of prices, in¬ 
comes, and employment, since such a measure leads to high 
interest rates which deter capital from leaving. But this 
method presupposes a gold standard with all its disadvan¬ 
tages. A country confronted with capital flight and therefore 
with the depletion of central bank gold reserves could go off 
gold and let the exchange value of its currency depreciate 
low enough to reverse the process of a flight from domestic 
currency into foreign exchange. But such a course of action 
would be self-defeating, since the country in question would 
have to give up more of domestic currency for the same 
amount of foreign currencies. Devaluation is equally objec¬ 
tionable for the same reason. Under these circumstances a 
country facing capital flight would resort to exchange control 
in order to restrict the demand for foreign exchange and to 
increase its supply. This is precisely what Germany did, for 
example. Instead of going off gold, Germany adopted ex¬ 
change control in 1931 after inordinate withdrawals of marks 
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by foreign holders of mark balances (an increase in the de¬ 
mand for foreign exchange). 

Germany controlled the demand for foreign exchange by 
forcing foreign creditors to agree not to withdraw their bal¬ 
ances. The supply of foreign exchange was restricted by a 
permit system. The demand for foreign exchange was also 
cut down by import restrictions. The Nazis later allowed only 
imports deemed necessary for armaments, restricted luxury 
imports and general imports from unfriendly countries, and 
increased the supply of foreign exchange by forcing German 
holders of foreign securities and bank balances to sell them 
to the government authority for marks. It may be noted 
parenthetically that a successful program of exchange control 
requires vigilant supervision over all foreign exchange trans¬ 
actions, particularly “black market” transactions. For it is pos¬ 
sible to evade exchange control by selling illegally the foreign 
exchange acquired, that is, at a rate higher than the officially 
pegged rate, or by quoting lower prices for exports than the 
prices actually paid and thus pocketing foreign exchange 
without the knowledge of the authority. 

Exchange control sometimes takes the form of a clearing 
agreement , such as obtained between Germany and a host 
of other European countries during the 1930 s. With such an 
agreement existing between, say, Britain and the United 
States, trade between them is merely a matter of bookkeeping. 
Suppose that the pound sterling is pegged at £.25 per dollar 
for clearing purposes. If an English importer buys $1,000 
worth of goods from an American exporter, the English im¬ 
porter must under these arrangements pay into the Bank of 
England the equivalent of $1,000, or £250. The Bank of 
England then credits the United States with £250, and the 
United States government (or its fiscal agency, the Federa 
Reserve bank) in turn credits the American exporter in ques¬ 
tion with $1,000. An American importer does likewise wit 
the United States government. Thus no direct transactions 
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in foreign exchange are involved. Exports and imports tend 
in the long run to be equal, since balances accumulated in the 
clearing pool must be used to finance an equal amount of im¬ 
ports from the other party. 

As an instrument of bilateral finance , a clearing agreement 
diverts foreign trade from the channels of multilateral trade 
by requiring a perfect balance between every pair of trading 
nations involved. But even as such, a clearing agreement is 
often defended on the ground that some trade is better than 
no trade at all, especially when it is difficult to export to free- 
currency areas or to import from countries which expect to 
be paid in free, convertible currencies. Stripped of its bilateral 
nature, a clearing agreement can promote multilateral trade, 


as Keynes proposed “Clearing Union” based on international 
bank-money, called “bancor,” clearly demonstrated a theoreti¬ 
cal possibility of an international system of payments without 
the use of gold or foreign exchange. 5 A Keynesian “Clearing 
Union may yet catch the imagination of the world economy 
troubled with a “chronic shortage of dollars.” 

Another version of exchange control is a multiple exchange 
system a system which originated in Latin America during 
the Great Depression as part of the attempt to overcome a per¬ 
sistent tendency toward an adverse balance of payments. Un¬ 
der this system, the government fixes prices for foreign cur¬ 
rencies, depending on the use to which foreign exchange is 
to be put or the source from which it is derived. For exam- 
pie the government may set low prices (e.g., $3.50 per pound) 
to facilitate import of what it considers necessary and vital 
while setting high prices (e.g., $4 per pound) for the purchase 
of foreign exchange arising from export of products which the 
government wishes to encourage. Thus the government in ef¬ 
fect appreciates the external value of domestic currency to 
promote certain imports and depreciates it to stimulate partic- 
u ar exports. Generally speaking, high prices are paid per unit 

5 See The Keynes Plan, April 8, 1943. 
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for foreign exchange by importers of luxuries and low prices 
paid per unit for foreign exchange by importers of necessities. 
The government may also appreciate domestic currency to 
service external debts more cheaply by fixing low domestic 
prices for currencies of particular creditor countries. Thus 
a multiple exchange system discriminates against particular 
countries as well as against particular goods, whereas overall 
exchange depreciation or appreciation does not. For this rea¬ 
son it is outlawed by the International Monetary Fund. 

While exchange control is far more effective than exchange 
stabilization in regulating fluctuations in the external value 
of currencies, it tends to restrict international trade and in¬ 
vestment unduly. Exchange control is essentially an instru¬ 
ment of economic planning,® and is likely to be retained or 
adopted as long as capital flight and periodic depression 
plague nations. It is not without significance, therefore, that 
the Bretton Woods Agreements provide for permanent ex¬ 
change control over autonomous short-term capital move¬ 
ments as well as for temporary exchange control under ex¬ 
ceptional circumstances, as will be discussed in the next 
chapter. 

6 See H. S. Ellis, "Exchange Control and Discrimination," American Eco¬ 
nomic Review, December, 1947; for a sympathetic approach to the postwar 
problem of exchange control, sec R. Triffin, “National Central Banking and 
the International Economy,” in International Monetary Policies , Federal Re¬ 
serve Postwar Economic Studies, No. 7,1947. 
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The International Monetary 
Fund— The Mixed Standard 


THE INTERNATIONAL Monetary Fund as established by 
the Bretton Woods Agreements is a substitute for the old 
gold standard, and an alternative to both a system of com¬ 
pletely free exchange rates and a system of extreme exchange 
control. In other words, the Fund is a mixed standard em¬ 
bodying within itself some features of the gold standard and 
the paper standard. It represents an attempt at “an improved 
system of International Currency,” in Keynes* words. We are 
primarily interested in those aspects of the Fund which have 
a direct bearing upon the external value of currencies. In this 
chapter, therefore, we shall deal with the theoretical basis of 
the determination of exchange rates under the Fund, and 
with its practical implications for international currency rela¬ 
tions and domestic welfare. 

Keynes'' Basic Proposals 

Keynes’ agenda for “an improved system of International 
Currency” serve as a useful starting point, since they clearly 
reveal what it is that distinguishes the International Monetary 
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Fund from the traditional systems of international currency. 
In the Keynes Plan, which Lord Keynes submitted (April 
8, 1943) to the Bretton Woods Conference in behalf of his 
country, Keynes outlined the basic prerequisites of a sound 
system of international currency, as amplified below. 

1. In place of a gold standard, which rigidly links the ex¬ 

ternal value of a national currency to a fixed quantity of gold, 
and which ties the hands of the monetary authority of a gold 
standard country with respect to internal monetary policy, a 
new system must be established to use gold only as “a con¬ 
venient common denominator by means of which the relative 
values of national currencies—these being free to change— 
are expressed from time to time. 7 ’ Thus Keynes advised na¬ 
tions to make gold a servant rather than a master. He con¬ 
sidered gold useful, however, as “an uncontroversial standard 
of value for international purposes,” as well as a store of value 
to satisfy the international speculative motive for liquidity, 
given the existing psychological-institutional complex. If 
Keynes defended gold as possessing “great psychological value 
which is not being diminished by current events,” it may be 
presumed that his proposed nongold “bancor” (international 
bank money) would become a reality only when nations got 
out from under the spell of that black magic called gold. The 
important principle involved here, however, is that there 
should be some new international currency the quantity of 
which is not determined accidentally or irrelevantly but can 
be adjusted deliberately according to fluctuations in “ effec¬ 
tive world demand. , 

2. Another point of departure is Keynes 7 proposal that the 

relative exchange values of national currencies be determined 
by “an orderly and agreed method” in order to exclude such 
unilateral measures as internationally harmful competitive 
exchange depreciation. While, therefore, advocating exchange 
flexibility as a better alternative than exchange ngidity, 
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Keynes nevertheless considered it necessary for nations not to 
go to the extreme of depreciating the external value of their 
currencies to gain export advantages at the expense of one an¬ 
other. The principle to note here is that nations should co¬ 
operate through some morally and legally binding interna¬ 
tional agreements in making such exchange-rate adjustments 
as are consistent with international price-cost structures and 
with balance-of-payments equilibrium positions . This prin¬ 
ciple precludes the adjustment of exchange rates solely with 
reference to purchasing power parities or solely with a view 
to export advantages or import advantages, as the case may be. 

3. Keynes further proposed the application of the insurance 
principle to the open system with foreign trade relations, that 
is, an international banking system analogous to the Federal 
Reserve System in the United States. Just as scattered reserves 
of individual banks are pooled together by the central bank 
in each country so that no one member bank need suffer for 
want of liquidity, so can each member-country be protected 
by a common pool of liquidity (i.e., gold or foreign exchange) 
against international liabilities and against balance-of-pay- 
ment crises. Thus, by making international credit available 
to a deficit country, for example, an international banking 
system would help maintain that country’s exchange-rate 
position, which might otherwise be weakened by a loss of 
scarce gold or foreign exchange (i.e., help minimize the de¬ 
pressing effect of an inevitable decrease in its supply of foreign 
exchange on the external value of its currency). The essential 
point is that there should be an international central reserve 
system to serve as a common pool against exchange-reserve 
crises , so that no nation may, “for causes which are not of its 
own making ” resort to discriminatory and restrictive meas¬ 
ures of “self-protection from disruptive outside forces” 

These, then, are the major fundamental principles that 
Keynes outlined in his Plan as a basis for Bretton Woods mone- 
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tary discussions and as a guide to the realization of “an im¬ 
proved system of International Currency.” 1 It remains yet to 
be seen to what extent the International Monetary Fund as a 
going concern will live up to Keynes’ expectations, for the 
Fund has accepted Keynes’ basic ideas only in principle, along 
with many other ideas. We shall leave this matter to the fu¬ 
ture to decide. 


The Fund and Exchange Rates 


How are exchange rates to be determined under the Inter¬ 
national Monetary Fund? What are the criteria for determin¬ 
ing “correct” exchange rates for member-countries? In what 
manner is a member-country supposed to adjust the external 
value of its currency? What provisions does the Fund have 
regarding exchange depreciation, exchange control, exchange 
convertibility, and other exchange problems? These are some 
of the vital questions that need to be answered, if we are to 
understand the advantages of the mixed standard over the 

gold standard or the paper standard. 

1. The Fund requires that the par value of a member- 
country’s currency be “expressed in terms of gold as a common 
denominator or in terms of the United States dollar of the 
weight and fineness in effect on July 1, 1944” (Article IV, 
Sec. 1). This requirement by itself gives the false impression 
that the external value of a national currency may be as fixed 
and rigid under the Fund as under the gold standard. It should 


i The White Plan, the American counterpart of the Keynes Plan, was sub¬ 
mitted a little later than the Keynes Plan (revised July 10, 1943) and em¬ 
bodies substantially the same principles. For controversial discussions on 
Anglo-American currency proposals, see, e.g., J. H. Williams C^ncy 
Stabilization: the Keynes and White Plans,” Foreign Affairs,^ July, l 94 ?; J. 
Vincr “Two Plans for International Monetary Stabilization, Yale Review, 
fall 1943- F. A. Lutz, International Monetary Mechanism. The Keynes ana 
White Proposals (Princeton, 1943); J. Robinson “The International 
Proposals, op. cit.; A. H. Hansen, Americas 

G. Halm, International Monetary Cooperation; H. D. Wlute, ^ „ 

rency Stabilization,” American Econormc Review 1043 . 

Robertson, “Post-War Monetary Plans, Economic Journal, December, 1 
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be observed at once that this requirement is for accounting 
purposes , not for the purpose of maintaining stable exchange 
rates, as under the gold standard. In other words, it is as a 
common unit of account, not as an instrument of an automatic 
specie-flow-price system, that gold is stressed here. For, as 
Keynes pointed out, 2 the external value of a currency under 
the Fund is expressed in terms of gold as a common denomina¬ 
tor without being “rigidly tied to a fixed quantity of gold" or 
involving “a financial policy which compels the internal value 
of the domestic currency to conform to this external value 
as fixed in terms of gold." If, for example, the dollar-sterling 
exchange rate is fixed at $4.03 = £ 1 as an expression of the 
relative gold weights of the dollar (0.889 gram) and the 
pound (3.581 grams), as was initially set by the Fund, it by 
no means precludes the possibility that the rate may be al¬ 
tered as domestic and international conditions necessarily 
change. 

2. In order to facilitate multilateral trade amono member- 
countries the Fund bars “competitive exchange alterations,” 
and requires each member-country to “maintain orderly ex¬ 
change arrangements with other members.” In other words, 
the Fund thereby hopes to avoid the disadvantage of a laissez- 

as well as the disadvantage of un¬ 
alterable exchange rates, in short, to achieve managed ex¬ 
change stability. To implement this exchange management 
the Fund provides for a 10 per cent adjustment, upward or 
downward, in the external value of a member-country’s cur¬ 
rency without prior approval by the Fund, and for a more than 
10 per cent adjustment with the Funds consent—all for the 
express purpose of correcting a serious disequilibrium in a 
member-country s balance of payments. This is an important 
concession to exchange flexibility which is impossible under 
either the gold standard or the paper standard. For under the 
gold standard exchange flexibility of any kind is out of the 

* Speech, House of Lords, May 23, 1944. 


faire exchange-rate policy 
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question, while under the paper standard exchange flexibility 
is in the habit of degenerating into disorderly, discriminatory 
competitive exchange depreciation. 

Theoretically any member-country could devalue its cur¬ 
rency by more than 10 per cent, but it is doubtful that the 
other member-countries would concur, since they are not in¬ 
terested in one country’s export advantages. In other words, 
a member-country is supposed to resort to the downward ad¬ 
justment of the par value of its currency only as a last resort. 
The important principle involved here, however, is that a 
member-country is spared the necessity of deflating its inter¬ 
nal prices , incomes , and employment to overcome an adverse 
balance of payments as long as it can devalue its currency by 
such a proportion as is necessary and as may be approved by 
the Fund. Nevertheless, there is danger that the desire for 
exchange stability and against competitive exchange deprecia¬ 
tion may get the upper hand of exchange flexibility so essential 
to the avoidance of deflation. Such a danger is implicit in 
a tendency to identify exchange stability with exchange 
rigidity . 3 

Although the prevention of competitive exchange depre¬ 
ciation is a great merit of the Fund, it is considered to be 
a serious weakness of the Fund that neither surplus coun¬ 
tries nor deficit countries are required to make appropriate 
exchange-rate adjustments, namely, the appreciation of the 
former’s currencies and the depreciation of the latter s cur¬ 
rencies. 4 This absence of the power to require the appreciation 
of currencies on the part of surplus countries and the depre¬ 
ciation of currencies on the part of deficit countries is found 
objectionable for two reasons. First, if surplus countries are 
not required to appreciate their currencies, they are presum- 

8 A. P. Lemer properly criticizes this tendency, but his plea for flexible 
exchange rates on the basis of automatic forces cannot be accepted, if specula¬ 
tive and planless capital movements are to be avoided. See his article, in 

Planning and Paying for Full Employment. 

4 On this point see J. E. Meade, op. cit pp. 101-102. 
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ably free to depreciate their currencies, and so would prevent 
deficit countries from getting the full benefit of devaluation. 
If, for instance, a deficit Britain depreciated its currency by 
20 per cent to overcome an adverse balance of payments and 
a surplus America depreciated its currency by 20 per cent, 
Britain would be unable to gain an export advantage over 
America and would fail to overcome that adverse balance. 
If, on the other hand, a surplus America had to appreciate 
the dollar, while a deficit Britain was depreciating the pound, 
the rest of the world would find the surplus country (U.S.) an 
expensive place in which to buy and the deficit country 
(U.K.) a cheap place in which to buy, and would therefore 
import more from Britain, to the benefit of the latter’s balance 
of payments. Second, unless the surplus countries are required 
to appreciate their currencies simultaneously with the re¬ 
quired depreciation of the deficit countries’ currencies, the 
result would be to throw balanced countries out of balance. 
For the deficit countries would be able to undersell the bal¬ 
anced countries as well as the surplus countries and so throw 
the balanced countries into deficit and compel them to de¬ 
preciate to the detriment of all, while the simultaneous ap¬ 
preciation of the surplus countries would enable both the 
deficit and balanced countries to undersell only the surplus 
countries. 

3. Since a change in the par value of a member-country’s 
currency is made to depend on the existence of ‘‘fundamental 
disequilibrium,” it is necessary to clarify the concept involved. 
The Fund presumably concurs in a proposed change in the 
par value of a member-country’s currency (beyond the 10 
per cent limit) if and when, in the opinion of the Fund au¬ 
thorities, the member-country requesting the change is con¬ 
fronted with a persistent deficit in its current account (an 
excess of debits over credits in current-account transactions) 
which is met by such a critical loss of exchange reserves or 
gold or by such short-term borrowing from foreigners 
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(imports of short-term capital) as to necessitate import re¬ 
striction, aggressive export drives, or large-scale imports of 
long-term capital. This is a useful definition of “fundamental 
disequilibrium” as a first approximation, but it requires some 
refinement. 

First, the above notion of “fundamental disequilibrium” is 
based on the tacit assumption of full employment not only 
in the deficit country requesting the exchange adjustment 
but also in the rest of the world. For if the deficit country in 
question is at less than full employment, its income-demand 
for foreign as well as for domestic goods may be low enough 
to keep imports down and so to keep all debit items in balance 
with all credit items without the help of exchange deprecia¬ 
tion or of import restriction. Similarly, at less than full em¬ 
ployment the export prices of the deficit country, not to men¬ 
tion general prices, may be low enough to keep up exports, if 
not to expand them, and so to maintain equilibrium in its 
balance of payments without the benefit of exchange depreci¬ 
ation. If, on the other hand, the rest of the world is simultane¬ 
ously at less than full employment, the world’s demand for 
imports from the deficit country is low, to be sure, but its ex¬ 
port prices may be low enough to enable the deficit country 
to buy from the rest of the world more cheaply and so to keep 
its import costs in line with export revenues without the stim¬ 
ulating effect on its exports of exchange depreciation. Thus it 
is conceivable that equilibrium in the balance of payment 
coexists with less than full employment, so that there may be 
no “fundamental disequilibrium” to require drastic exchange 


depreciation. 

Second, what if the member-country requesting an ex- 
change adjustment is experiencing an adverse balance of pay¬ 
ments coupled with chronic unemployment? Such a situation 
is possible if the state of less than full employment fails, in 
fact, to bring about equilibrium in the member-country s bal¬ 
ance of payments. For then the adverse balance of payments 
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will have the effect of not only increasing domestic unemploy¬ 
ment via the reverse operation of the foreign-trade multiplier 
but also of prolonging that unemployment. The Fund’s atti¬ 
tude toward a situation of this sort is not very clear, probably 
because the Fund does not wish to give the impression that 
it is willing to allow exchange depreciation to be used as a 
means of overcoming domestic unemployment rather than 
just “fundamental disequilibrium.” The Fund takes the gen¬ 
eral attitude, however, that it would rather see a member- 
country faced with chronic unemployment due to a persistent 
adverse balance of payment depreciate its currency than see 
that country adopt discriminatory trade practices or resort 
to classical deflation. To this extent the concept of “funda¬ 
mental disequilibrium” based on balance-of-payment con¬ 
siderations alone has been modified, largely owing to Keynes’ 
effort to impress on the Fund authorities a notion of the vital 
relation between the balance of payments and the levels of 
domestic employment in general and between a persistent ad¬ 
verse balance and chronic unemployment in particular. 5 

Thus we are left with two basic criteria of Fund exchange- 
rate policy, namely, (a) concurrence in exchange deprecia¬ 
tion when there is a persistent unfavorable balance of pay¬ 
ments even in conditions of domestic full employment , and 
(b) similar action when there is chronic mass unemployment 
because of a persistent tendency toward an adverse balance 
of payments. This latter circumstance is of particular signifi¬ 
cance for those member-countries which depend heavily on 
foreign trade for total national income and which, therefore, 

experience the full impact of a serious unfavorable balance of 
payments. 


5 1 j r . es F nse . t0 Keynes’ request for clarification the Fund authorities con¬ 
curred in his view that measures to minimize the chronically depressing im¬ 
pact of an adverse balance of payments on domestic employment may also 

be measures to correct a “fundamental disequilibrium.” See New York Times , 
March 19, 1948. 
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The Fund and Exchange Control 

Since the International Monetary Fund is interested “‘in the 
establishment of a multilateral system of payments in respect 
of current transactions between members and in the elimina¬ 
tion of foreign exchange restrictions which hamper the growth 
of world trade” (Article I, iv), it is pertinent to know the 
Fund’s concrete provisions and their implications. The Fund’s 
policy with respect to exchange control may be divided into 
(a) postwar transition measures, (b) permanent measures, 
and (c) exceptions to the rule. Let us, then, analyze and ap¬ 
praise these measures and exceptions with a view to under¬ 
standing how the Fund hopes to promote “a multilateral 
system of payments.” 

1. In recognition of many postwar currency and balance- 
of-payment difficulties the Fund permits member-countries 
to retain or adopt such “restrictions on payments and transfers 
for current international transactions” as circumstances may 
necessitate (Article XIV, Sec. 2) for five years after the Fund 
begins to operate (1946-51) and thereafter with the Fund’s 
approval (Article XIV, Sec. 4). This provision applies to the 
retention or adoption, during the above period, of all forms 
of exchange control discussed earlier, including multiple cur¬ 
rency practices, and other discriminatory currency practices 
generally disapproved by the Fund. It is to be emphasized that 
only those forms of exchange control which restrict payments 
and transfers for current transactions are at issue here. In 
other words, the control of the demand for and supply of for¬ 
eign exchange to prevent payments and transfers unrelated 
to current transactions (e.g., speculative short-term capital 
movements) is permissible always and therefore does not de¬ 
pend on the above provision. The member-countries main¬ 
taining exchange control under this provision are expected to 
remove it as soon as they are in a position to settle their bal¬ 
ance of payments without depending on the Fund's foreign 
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exchange or gold reserves , or, in the terminology of the Fund, 
settle the balance “in a manner which will not unduly en¬ 
cumber their access to the resources of the Fund” (Article 
XIV, Sec. 2). This means that if and when a member-country 
has accumulated enough claims on other countries to be able 
to meet a deficit in its current account without borrowing 
additional foreign exchange from the Fund, then such a 
member-country should remove all exchange restrictions ex¬ 
cept those designed to prevent speculative short-term capital 
movements. 

To appreciate the significance of the above provision, let us 
take for example the form of exchange control known as “ex¬ 
change inconvertibility.” The Fund defines “convertible cur¬ 
rencies” as those “holdings of other members which are not 
availing themselves of the transitional arrangements under 
Article XIV, Section 2.” This means that a member-country 
has inconvertible currencies when it holds the currencies of 
other member-countries which do have exchange control per¬ 
mitted under Article XIV, Section 2. Thus India, for example, 
may hold inconvertible currency (in the form of, say, bank 
balances) in London, if the British government, by virtue of 
the above transition arrangements, decides to restrict the 
withdrawal of claims due to India, that is, to “freeze” India's 
claims on the British pound. Now Britain is said to operate on 
a system of “exchange inconvertibility” when it has a policy 
of not buying balances of its currency held by another member 
which needs the conversion of those balances (into India's 
currency or into gold) for current-transaction payments. Why 
should the Fund permit such exchange control during the 
transition period? The answer is that in our example Britain 
as the central bank for sterling-area countries must have suf¬ 
ficient gold or dollar reserves to meet deficits of all those coun¬ 
tries in short, dollar shortages which may arise not only 
from current deficits but from more fundamental causes, as 
will be discussed later. If, therefore, in the opinion of the 
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Fund, the balance-of-payment position of Great Britain has 
strategic significance for international trade and finance as 
a whole, then it is only proper that Britain should be permitted 
to retain “exchange inconvertibility” until fundamental trade 
relations change in such a way as to warrant currency con¬ 
vertibility. 

2. Barring transitional exceptions and “a general scarcity 
of a particular currency” (a problem which will be discussed 
shortly), the Funds general rule with respect to exchange 
control is that “no member shall, without the approval of the 
Fund, impose restrictions on the making of payments and 
transfers for current international transactions” (Article VIII, 
Sec. 2a). More specifically, the Fund prohibits (a) exchange 
restrictions on all current payments other than those designed 
to facilitate capital transfers to close deficit gaps, (b) multiple 
currency practices, and (c) avoidance of the conversion of 
foreign-held balances into gold or into the currency of another 
member-country holding those balances; but it permits 
(d) permanent exchange control necessary to “regulate inter¬ 
national capital movements” (Article VI, Sec. 3), i.e., to pre¬ 
vent “capital flight” from upsetting both exchange stability 
and members' balance-of-payments positions. 

To see the rationale of these specific provisions clearly, one 
need only imagine what would happen in their absence. In the 
absence of (a), countries would probably resort to bilateral 
clearing agreements and other ingenious devices, to the bene¬ 
fit of a pair of countries involved but to the detriment of multi¬ 
lateral finance and trade. Likewise, in the absence of (b), 
countries would doubtless discriminate against a particular 
currency and in favor of another for economic and possibly 
political reasons, the effectiveness of such discrimination de¬ 
pending largely on the elasticities of reciprocal demand. In¬ 
ternally, also, importers of particular foreign goods (e.g., 
necessities) might get a better price for the foreign exchange 
they would have to buy from the government (i.e., the lower 
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domestic price of foreign exchange), while exporters of lux¬ 
uries might get more domestic money in exchange for the for¬ 
eign exchange which they would have to sell to the govern¬ 
ment; all other importers and exporters would be penalized 
by unfavorable exchange rates fixed by the government. 

Absence of (c) would normally prevent the holders of 
otherwise “convertible currencies” not only from making cur¬ 
rent payments to others but from expanding exports to others 
who could otherwise have sufficient means of payment, while 
enabling countries of “exchange inconvertibility” to enjoy 
one-sided exchange stability and equilibrium which would 
otherwise be disturbed by withdrawals of foreign-held bal¬ 
ances. Lastly, the absence of (d) would mean that member- 
countries had no effective control over that highly disequi- 
librating factor known as “capital flight,” and therefore over 
exchange instability and “fundamental disequilibrium.” It is 
necessary in this connection to stress that the control of ex¬ 
change reserves involved in (d) does not pertain to the con¬ 
trol of either equilibrating short-term capital movements nec¬ 
essary to bring current debit transactions into line with cur¬ 
rent credit transactions, or to similar long-term capital move¬ 
ments necessary to balance all debits and credits. In other 
words, the exchange control in question refers only to au¬ 
tonomous short-term capital movements unrelated to current 
transactions which, if uncontrolled, would jeopardize ex¬ 
change stability as well as international balance-of-payments 
equilibrium. 

Thus the Fund hopes to maintain exchange stability with¬ 
out exchange rigidity on the one hand and to promote ex¬ 
change flexibility with some exchange control on the other. 
Here again, true to a mixed standard, the Fund is trying to 
avoid the inherent disadvantages and weakness of both an un¬ 
alterable gold standard and an unregulated paper standard. 
Therefore the Fund’s policy with respect to exchange control 
may be properly regarded as one of “managed flexibility.” 
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Nevertheless there is perhaps this danger to be avoided: 
namely, of compelling member-countries to remove the exist¬ 
ing exchange controls On too rigid grounds of principle or 
along too legalistic lines, without due regard to concrete prob¬ 
lems confronting any particular one of those countries. For 
there is no wisdom in deciding such important matters on 
abstract grounds without reference to concrete circumstances 
and probable consequences for all concerned. 

The Funds Lending Operations 

In line with its express object of promoting international 
equilibrium in general and “high levels of employment and 
real income” in member-countries in particular, the Inter¬ 
national Monetary Fund makes its resources available to its 
members, if and when necessary. The sequence of events 
which the Funds short-term lending operations are designed 
to prevent is, to put it crudely, adverse balances of payments, 
exchange instability, greater risks in international trade and 
finance, reduced effective world demand, severe and sus¬ 
tained disequilibrium in the international balance of pay¬ 
ments, and domestic unemployment. The Funds resources 
consist of a common pool of gold and currencies, which in 
turn consist of an aggregate of ‘quotas” paid in or payable by 
its members presumably on the basis of the relative financial 
and trade positions of the respective members. Thus we find 
the United States assigned an initial quota equal to about $2.7 
billion and the United Kingdom $1.3 billion, while at the 
other extreme Liberia and Panama are assigned $.5 million 
each. The Fund began its exchange transactions with initial 
reserves amounting to some $8.8 billion. So much for the 
preliminaries. 

1. The Fund “lends” to a member-country at the initiative 
of the latter which is in need of short-term credit to settle 
a current deficit in its balance of payments. The deficit coun¬ 
try “borrows” the necessary funds in exchange for its I.O.U. s. 
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What this means in effect is simply that the deficit country 
buys the needed foreign exchange from the Fund with its own 
currency. Suppose that a member-country faces a serious dis¬ 
equilibrium in its balance of payments. The country in ques¬ 
tion may buy foreign exchange from the Fund up to an amount 
equal to 25 per cent of its quota in any given year. The Fund 
now has the member-country’s original contribution, plus 
that country’s additional currency equal to the amount of the 
foreign exchange sold to it. If the short-term credit thus ac¬ 
quired helps the deficit country to overcome its adverse bal¬ 
ance of payments, the country is required to "repurchase” its 
own currency in exchange for gold or "convertible currencies” 
which it has acquired subsequently. Thus the Fund’s foreign 
exchange balances increase and its resources in the form of 
the borrowing country’s currency decrease back to normal. 
Since a member is allowed to use up only 25 per cent of its 
quota to purchase foreign exchange from the Fund in any 
one year, the Fund is protected against quick depletion of its 
scarce currencies (e.g., dollar resources), while any deficit 
member is thereby barred from excessive borrowing from the 
Fund, not to mention the restraining effect of service charges 
levied on "the average daily balances of its currency held 
by the Fund in excess of its quota.” 

2. But suppose that the demand for dollar exchange in¬ 
creases to such an extent that the Fund faces the possibility 
of exhausting its dollar holdings. In these circumstances, the 
Fund deals with the problem of dollar scarcity in two ways, 
namely, (a) by increasing its supply of dollar exchange 
through purchase of dollars with its gold, and (b) by declar¬ 
ing the dollar to be a "scarce” currency. If the Fund’s gold 
assets are enough to buy all the dollars needed by deficit 
members, then the Fund will not have to ration its scarce 
dollar holdings among the dollar-needing members. Thus the 
extent to which the first method will prove helpful depends 
on the amount of gold held by the Fund, and on the degree 
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of disequilibrium in the balance of payments of dollar-needing 
members. As for the second method, it constitutes an authori¬ 
zation to impose restrictions on currency payments and trans¬ 
fers in the “scarce” currency—an exception to the general rule 
against exchange control mentioned earlier. Any deficit mem¬ 
ber is thereby authorized “to limit the demand for the scarce 
currency to the supply held by, or accruing to, the member 
in question,” but is required to remove such exchange restric¬ 
tions “as rapidly as conditions permit.” (Article VII, Sec. 3b.) 
For example, suppose that Britain decides to take advantage 
of this provision. Britain may limit the demand for dollar ex¬ 
change by (a) making dollar exchange unavailable to im¬ 
porters in sterling-area countries who may wish to import 
such goods and services from the nonsterling area as may be 
supplied within the sterling area, or by (b) making foreign- 
held sterling balances inconvertible into dollars or gold. The 
first would mean a direct saving in Britain’s dollar exchange 
reserves and the second an indirect one. 

Fundamentally, however, it is more important to correct 
a sustained disequilibrium between those members whose 
currencies are “scarce” and those whose currencies are not, 
for that is what gives rise to a general scarcity of the 
former’s currencies. This suggests that the burden of responsi¬ 
bility should not rest on the shoulders of deficit countries 
alone. Should the dollar be declared scarce, for example, it 
might prove helpful for the United States to take steps to 
provide others with more dollar earnings, e.g., a reduction of 
tariffs, loans, and other measures necessary to increase im¬ 
ports from the rest of the world or to stimulate world exports 
to the United States. Otherwise deficit countries might find 
it necessary to do much more than restrict the demand for 
foreign exchange; they might be compelled to adopt dis¬ 
criminatory import restrictions, exchange depreciation, “beg- 
gar-mv-neighbor” export stimulants, and, worst of all, defla¬ 
tionary internal measures. For the United States is likeh to 
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be accumulating more claims on the rest of the world than 
the other way around for many years to come. 

3. Finally, it is interesting to observe the effects of the 
Fund s lending operations upon the credit conditions of mem¬ 
ber-countries. Suppose that a deficit country purchases for¬ 
eign exchange from the Fund. The central bank of the buy- 

e so acquired 

to member banks. Then member banks’ reserves with the 


ing country thereupon sells the foreign exchang 


central bank will decrease as they pay for the foreign ex¬ 
change out of their excess reserves. Member banks turn 
around and sell the foreign exchange to their customers, e.g., 
importers. Thus member banks’ demand deposits decrease 


as customers pay for the exchange with checks drawn against 
demand deposits. Member banks may have to contract credit, 
unless they happen to have large excess reserves or short¬ 


term securities to sell to the central bank to get additional 
reserves. Therefore, it is conceivable that the purchase of 
foreign exchange from the Fund will have the same deflation¬ 


ary effects on domestic credit, incomes, and prices as the loss 
of gold had on the gold-losing countries. Conversely, the sale 
to the central bank of foreign exchange resulting from net 
exports will increase member banks’ reserves and demand 


deposits, and could conceivably cause credit expansion. 

But there is no reason to suppose that member banks in the 
deficit country have not large excess reserves or that the cen¬ 
tral bank does not make additional reserves available. If so, 
credit contraction need not follow from the deficit country’s 
purchase of foreign exchange from the Fund. Nor need a 
surplus country experience credit inflation as a result of its 
central banks purchase of foreign exchange from member 
banks, since the central bank is capable of counterbalancing 
any excessive credit expansion that member banks may ini¬ 
tiate. Thus there is no simple analogy between the loss of 
gold and the loss of foreign exchange (which necessitates the 
purchase of additional foreign exchange from the Fund) 
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or between an inflow of gold and an inflow of foreign ex¬ 
change (which is subsequently sold to the central bank). It 
seems much more fruitful to concentrate on the favorable 
effects of the Fund’s lending operations on domestic income 
and employment via their effects on the international balance 
of payments. 

The essential point of all these discussions about the Inter¬ 
national Monetary Fund is simply that as long as member- 
countries can overcome their unfavorable balance of pay¬ 
ments by borrowing from the Fund the necessary short-term 
credit (in the shape of foreign exchange, against 25 per cent 
of their quotas in any one year), they do not have to resort to 
the otherwise necessary but disturbing deflation or devalua¬ 
tion. Thus the International Monetary Fund is in principle 
capable of helping to maintain not only the stability of the 
external values of national currencies but also internal eco¬ 
nomic stability in the member-countries. 
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Monetary Sovereignty and 
International Equilibrium 


THE THEORY of monetary sovereignty, which Irving Fisher 
and J. M. Keynes developed in reaction against the interna¬ 
tional gold standard, served the purpose for which it was in¬ 
tended, namely, that of providing a theoretical basis for na¬ 
tional monetary measures to avoid or minimize the impact of 
depressions in other countries. Since it has again become 
possible for nations to co-operate in monetary and other 
matters for the common objectives of full employment and 
multilateral trade, we shall examine the implications of the 

theory of monetary sovereignty in the light of a new world 
setting. 

The Specialization vs. the Payment Approach 

The classical theory of international trade was essentially 
concerned with the optimum division of labor among na¬ 
tions on the tacit assumption of full employment; it was 
mainly interested in the "specialization” effects of foreign 
trade and only incidentally in its "payment” effects. More¬ 
over, the classical analysis supposed the optimum alloca- 

S57 
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tion of resources among nations to be automatically brought 
about by free-market forces in general and by the specie- 
price mechanism in particular. The former meant laissez 
faire and the latter the quantity theory of money as expressed 
in the international gold standard. By precluding the need 
for conscious international trade and monetary controls, the 
classical theory of international trade was unable to prevent 
“the disastrous consequences of a laissez-faire system” from 
nullifying “the advantages of freedom of commerce.” 1 For 
laissez faire , as symbolized by the gold standard, paid “no 
direct regard to the preservation of equilibrium,” and de¬ 
pended ma 


inly “on the working-out of blind forces. 


It is a significant historical coincidence that the same coun¬ 
try which produced Adam Smith, who preached the gospel of 
free trade, should also produce John Maynard Keynes, who 
preached a new gospel of implementing “the wisdom of Adam 
Smith” by conscious international credit and monetary con¬ 
trols, by “an international framework for the policy of full em¬ 
ployment,” and who advocated the marriage of the short-run 
expedients necessary for domestic full employment to the 
“wholesome long run, classical medicine. 3 Just as Keynes 
was instrumental in shifting the center of gravity in the do¬ 
mestic field from the analysis of the optimum allocation of a 
given volume of output and employment to that of the de¬ 
termination of the levels of output and employment itself, 
so was he responsiole for the change in international eco¬ 
nomics from classical preoccupation with the international 
allocation of a given' volume of trade to the new analysis of 
the determinants of the level of that trade itself. Owing to 
Keynes’ persistent efforts, there is today a general recogni¬ 
tion of the vital relation between domestic employment and 


1 J. M. Keynes, speech in the House of Lords, May 23, 1944. 

3 Keynes, "The Balance of Payments of the United States,” Economic Jour- 
nal, June, 1946, p. 186, and also his speech in the House of Lords, May Z3, 

1944. 
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international trade. It is significant in this respect that the 
International Trade Organization calls itself an international 
organization for “trade and employment.” 

As long as full employment is assumed, it is logically valid 
to concentrate on the specialization effects of international 
trade, for, on the assumption of full employment, nations 
would have everything to gain from the unrestricted flow of 
goods and services and thus enjoy the fruits of the interna¬ 
tional division of labor. With all nations having full employ¬ 
ment, no nation would be concerned with the adverse effects 
of its foreign trade on domestic income and employment, or 
find it necessary to stimulate exports in order to increase the 
volume of domestic employment. In other words, the balances 
of payments would not be a matter of serious concern to na¬ 
tions which, by hypothesis or in fact, had full employment 
through purely domestic policy. 4 On the tacit assumption of 
universal full employment, classical economists could co¬ 
gently argue for free trade, just as they concentrated on 
laissez faire via the price system in the domestic field, that 
is, on the explanation of individual prices and quantities, tak¬ 
ing output and employment as given. 

It soon became clear that full employment could not simply 
be assumed away, and that free trade was seriously threatened 
in a world with less than full employment. The gold stand¬ 
ard, with its inherent bias toward deflation, stood in the way 
of domestic full employment. Thus international trade be¬ 
came a desperate attempt to “export” unemployment from 
one nation to another, 5 and “beggar-my-neighbor” trade 
policies became the rule rather than the exception. 6 Under 
those circumstances it was but natural that nation after na- 

4 But a full-employment economy would consider the exports necessary to 
pay for imports as a sacrifice of real domestic income, i.e., output otherwise 
available for domestic consumption. 

5 Cf. Keynes, The General Theory of Employment (1936), pp. 382-383. 

• See Joan Robinson, Essays in the Theory of Employment (Macmillan & 
Co., London, 1937). 
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tion should reject free trade as “a long-run platitude” and 
resort to short-run expedients” to achieve export surpluses 
and so to increase domestic employment. “The practical men 
of affairs” vaguely sensed the unrealism of the classical as¬ 
sumption of full employment, and intuitively favored pro¬ 
tective devices or any other measure of commercial policy 
which promised larger exports and smaller imports. 

Knowing the unrealism of the classical assumption of full 
employment and being keenly conscious of the actual world 
of underemployment, Keynes was sympathetic toward the 
practical men of affairs and to all those who sought salvation 
in some form of economic nationalism. Contrary to the popu¬ 
lar impression, however, Keynes was far from advocating 
autarchy as a permanent solution. To understand why na¬ 
tions confronted with underemployment must, under laissez 
faire , resort to a policy of self-sufficiency or to outright “beg- 
gar-my-neighbor” policies is not the same thing as to justify 
such a policy in order to perpetuate laissez-faire conditions. 
Rather, Keynes* point was that laissez faire should be super¬ 
seded by such a conscious domestic full-employment policy 
as to render superfluous self-defeating economic nationalism 
and “beggar-my-neighbor” trade policies. 7 In the short run, 
in which an adequate domestic full-employment policy may 
be difficult of realization, it is but the part of practical wis¬ 
dom, in Keynes* view, to allow nations to adopt or retain such 
external measures as will compensate for deficient domestic 
demand (e.g., exchange and import controls). It is not sur¬ 
prising, therefore, that his views on this and many other points 
have been incorporated into the Bretton Woods Agreements. 

The Mechanism of the International Spread of Depression 

To understand fully the rationale of monetary sovereignty, 
we must know the general process by which depressions are 

7 See Keynes, “National Self-Sufficiency,” Yale Review, summer, 1933, and 
General Theory, pp. 382-383 and Chap. XXIII. 
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diffused through the world. 8 Keynes’ balance of payments 
theory of exchange rates, multiplier analysis, and income- 
expenditure approach have done much to enrich our knowl¬ 
edge of this process. It is now a matter of history but still a 
matter of didactic significance that the Great Depression of 
the 1930’s spared few countries. 

There is no essential difference between the process of de¬ 
flationary spreading in a closed economy and the interna¬ 
tional propagation of depression from one point of the open 
economy to another. In both cases the initiating factor is the 
change in income, consumption, and investment; and the 
multiplier mechanism is what transmits fluctuations in in¬ 
come and employment from one point to another. The main 
difference between them lies in the fact that the international 
spread of depression (or prosperity) is complicated by such 
peculiarities of international economic relations as greater 
labor immobility, autonomous currency systems, political 
sovereignties, different marginal propensities to import, time 
lags in the balance-of-payments adjustments, and radically 
different cost structures. 9 For the sake of simplicity, it may be 
well to ignore some of these complications and to give a 
simplified explanation of the mechanism of the international 
spread of depression. 

Let us begin with the assumption that a major depression 
has occurred in one country. This depression will be trans¬ 
mitted to other countries having trade relations with that 
country through a resulting decrease in the latter’s imports . 
From the standpoint of other countries this means that their 
income and employment will contract sharply via the back¬ 
ward or reverse operation of the foreign-trade multiplier, 
that is, through the downward effects of the initial decline 

8 C f- b “International Propagation of Business Cycles ” Review of 
Economic Studies, February 1939; O. Morgenstem, “On the International 
Spread of Business Cycles, Journal of Political Economy, LI, 1943 287-309 
1Q 3 Lea in e ^ Nat,ons « Economic Stability in the Postwar World (Geneva! 
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in export revenues on consumption, investment, and ag¬ 
gregate income. The extent to which a depression in one 
country will affect the level of activity in another depends 
mainly on the former's marginal propensity to import. Al¬ 
though the United States, for example, has a small average 
propensity to import, it has a slightly larger marginal pro¬ 
pensity to import, with the result that its income elasticity 
of demand for imports is believed to be greater than unity. 10 
This is so because imports into the United States consist 
largely of industrial raw materials and luxuries, for which 
the demand is relatively elastic with respect to income. This 
means that a decrease in the money income of the United 
States will lead to a more than proportional decline in its 
import demand, and therefore to a corresponding decline 
in the exporting country’s income and employment. 

Therefore the international propagation of a depression 
in one country depends not only on the ratio of that coun¬ 
try’s imports to its income (i.e., the average propensity to 
import) but also on the increment or decrement of these 
imports pari passu with a given change in income (i.e», the 
marginal propensity to import). A nearly self-sufficient econ¬ 
omy like that of the United States has a low average pro¬ 
pensity to import; but it does not follow that a depression in 
such an economy will produce small repercussions elsewhere. 
On the contrary, unless America’s income-elasticity of de- 


10 If eg the average propensity to import is expressed as M/Y, where M 
stands for imports and Y for income, the marginal propensity to import can 
be expressed as dM/dY. The income elasticity of demand for imports can be 
obtained by dividing the marginal propensity to import ^ ^ pro¬ 

pensity to import, i.e., (dM/dY)/(M/Y) or alternatively (dM/M)/ dY/Y). 
If the national income is $200 billion and imports amount to $10 billion, the 
average propensity to import is 10/200, or 0.05. If, on the other hand the 
national income increases by $50 billion and imp«>rts increase by $4 bdhon, 
the marginal propensity to import is 4/50 or 0m The income eh stiaty oi 
demand for imports, according to either of the above Iformulas ™11 the 
which is greater than unity. This is approximately the; recent ttend m the 

United States. For further discussions see R. Nurfae, 'vork 1948 

national Equilibrium,” in The New Economics (Knopf, New York, 194 ), 


pp. 270-272. 
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mand for imports is modified by changes in consumer tastes, 
tariffs, technical methods of production at home and abroad, 
and other trend forces, economic fluctuations in the United 
States are bound to exercise a much greater influence on other 
countries than the small ratio of foreign trade to its total 
trade would indicate. 

On the other hand, a depression abroad is transmitted to 
the domestic economy through a decline of exports and the 
resulting multiple contraction of domestic money income. 
A decline in foreign expenditures for American exports, for 
example, will have a more depressing effect on domestic 
activity than might be expected of a country whose income 
from exports comprises but a small proportion of its national 
income. There are two reasons for such an effect. First, the 
“leakages” (i.e., the domestic marginal propensities to im¬ 
port and to save) associated with newly injected purchasing 
power are smaller in the United States than in other industri¬ 


ally advanced countries. This means that an initial decrease 
in foreign expenditures for American exports will lead to a 
larger decline in domestic income than if the foreign-trade 
multiplier were smaller due to larger marginal propensities 
to import and to save (i.e., a smaller marginal propensity to 
consume domestic products). Thus it can be stated that the 
smaller the domestic marginal propensities to save and to 
import, the greater the multiplier impact on domestic in¬ 
come of the decline (or the increase, for that matter) in ex¬ 
ports. Second, American exports include a preponderance 
of durable commodities and capital investments for which 
the world demand is highly elastic with respect to income 
and frightfully uncertain, and which are usually the first 
targets of foreign restrictive policy. 

Thus in an open system fluctuations in domestic income and 


employment spread to other countries through their effects 
on imports, while those in foreign income and employment 
are transmitted to the domestic economy through their ef- 
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fects on exports. The magnitude and intensity of interna¬ 
tional repercussions of a depression or a “boom” depend 
largely on different marginal propensities to import. Mone¬ 
tary sovereignty is an attempt to insulate the domestic econ¬ 
omy from adverse repercussions of a depression elsewhere. 
When chronic shortages of dollars are added to the inter¬ 
national spread of cyclical disturbances, it is not difficult to 
see why nations rebelled against the gold standard, adopted 
exchange stabilization or control, and finally built a frame¬ 
work of international monetary co-operation to supplement 
domestic full-employment policies. 

A “Chronic Shortage of Dollars”—A Fundamental 

Disequilibrium 

Apart from the international spread of cyclical depressions, 
with its attendant balance-of-payments difficulties, a funda¬ 
mental disequilibrium 11 (i.e., a constant tendency toward an 
adverse balance of payments) is believed to loom large in 
the background. A “chronic shortage of dollars” is considered 
to be prima facie evidence of the existence of a fundamental 
disequilibrium. 12 The rest of the world, particularly Britain, 
seems to feel that a continuous net credit in the American 
balance of payments has the effect of keeping them in a per¬ 
petual disequilibrium from which it is difficult to escape and 
which upsets their domestic full-employment policies. The 
outside world therefore considers the unsolved problem of 

11 In contradistinction to domestic equilibrium, which exists when national 
income has no tendency toward inflation or deflation, external equilibrium 
is a situation where there is no tendency tor a deterioration in the balance of 
payments to require persistent monetary “stop-gaps” or for an improvement 
to court increased foreign discriminatory monetary and trade policies. 

12 For controversial discussions see Keynes, “ The Balance of Payments of 
the United States”; J. Robinson, “The International Currency Proposals,” 
Economic Journal , June-September, 1943; Alvin Hansen, America^ Role m 
the World Economy (London. George Allen & Unwin Ltd., 1945), Chap. AA, 
S E Harris, ed., Postwar Economic Problems (McGraw-Hill Book Co., New 
York, 1943), pp. 379-381; J. H. Williams, “Economic Lessons of Two 
World Wars,” Foreign Affairs, October, 1947. 
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a chronic shortage of dollars as an additional reason for re¬ 
taining a larger measure of monetary sovereignty. 

For some long-run reasons the rest of the world is expected 
to be confronted with a chronic shortage of dollars, not mere 
temporary shortages due to cyclical or extraordinary circum¬ 
stances (e.g., the world need for imports of American con¬ 
sumer goods and capital equipment during the postwar pe¬ 
riod). If so, one cannot look with optimism on the present 
world holdings of gold and dollar balances (excluding those 
arising from financial aid under the Marshall plan) amounting 
to some $18 billion, especially in view of the great inelasticity 
of world demand for American exports in the transition 
period. What, then, are some of these secular factors con¬ 
tributing to a chronic shortage of dollars? 

1. One of the basic reasons for a chronic shortage of dol¬ 
lars lies in the difference in the average and marginal pro¬ 


pensities to import between the United States and the rest 
of the world. While imports make up a small fraction of Amer¬ 
ican national income (averaging from 5 to 10 per cent), the 
rest of the world depends much more on imports from the 
United States. This difference in the average propensity to 
import is due to the difference in the degree of industrial 
development and economic self-sufficiency. Moreover, the 
marginal propensity to import is much higher elsewhere than 
in the United States, indicating that a given increase in for¬ 
eign income tends to stimulate American exports more than 
a similar increase in American income does foreign exports. 
In other words, the initial American expansion of imports, 
while causing a multiple expansion of foreign income, also 
causes others to increase their expenditures for American 
goods and services beyond the initial increase in American 
expenditures for foreign goods and services. Thus a higher 
marginal propensity to import elsewhere, imbedded as it 
is in less-developed industry and less abundance, tends to 
aggravate adverse balances of payments of others, particu- 
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larly in times of inflationary pressure and general economic 
expansion. 

2. A corollary to the first factor is the difference in com¬ 
parative productivity advantage between the United States 
and others. The United States has over time superseded all 
others in the field of consumer durables and capital goods, 
which enter into competitive international trade on an ever- 
increasing scale. It happens that these goods are just what 
the rest of the world most needs and wants. It should be noted 
in this regard that an attempt to provide others with dollar 
credits via foreign investment would not have permanently 
beneficial effects on their balances of payments, if the dol¬ 
lar credits so provided merely expanded American exports 
still further, since foreign investment usually leads to an ex¬ 
pansion of foreign demand for American capital goods. It 
is conceivable that America’s productivity advantage may 
be somewhat offset by a change in her cost structure. If, for 
example, money wages in the export industries get out of 
line, that is, pushed beyond productivity by, say, trade- 
union action—exchange rates being equal American ex¬ 
port prices will rise to change the terms of trade against the 
United States. 13 The odds, however, are on continued pro¬ 
ductivity advantage by the United States, judging from con¬ 
stant technological improvements of a cost-reducing nature. 
There is no immediate prospect that the other industrial coun¬ 
tries will achieve superior productivity advantage, even with 
outside financial and technical aid for reconstruction and 
development. Nor is there much hope that the backward 
areas of the world will be able to industrialize so rapidly and 
so completely as to achieve independence from American 
capital goods. Thus the past and existing gaps between the 
productive and exporting capacities of the United States and 


is It was probably such a situation which Keynes envisapd wheri 
of the United States as becoming a “high-cost country (see his The Balance, 

etc.,'* op. cit.). 
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those of other countries contribute to a fundamental dis¬ 
equilibrium. 

3. Another reason for a chronic shortage of dollars may 
be found in the persistent tendency of foreign capital to 
flow into the United States for reasons of safety and secur¬ 
ity. If political and economic uncertainties are the rule rather 
than the exception elsewhere, the United States will probably 
receive an excessive amount of long-term foreign capital (i.e., 
foreign ‘‘refugee funds” invested in American securities), as 
it did during the 1930s. Unless American lending exceeds 
this kind of “perverse” borrowing, other countries will merely 
drain their gold and dollar exchange by “lending” to the 
United States. Although most countries now have exchange 
control over a flight of short-term capital, it is not clear that 
the fear of devaluation or some political disturbance will 
not give rise to a wholesale flight of “hot money” to the 
United States in the future, as happened between 1934 and 
1939. This kind of short-term capital movement is, of course, 
a disequilibrating factor, and merely intensifies a chronic 
shortage of dollars. A loss of gold or exchange reserves in¬ 
cident to capital flight is presumably made good, in time, by 
the rise in domestic interest rates which capital flight causes. 
But since the change in interest rates is no longer connected 
with gold movements, as it once was under the gold stand¬ 
ard, and since “cheap-money policy” is a secular trend every¬ 
where (except of course during inflation), it is doubtful that 
liquid funds can be attracted into the countries losing gold 
or exchange reserves, thereby closing a gap in their balances 
of payments created by capital flight. To the extent, there¬ 
fore, that long-term or short-term capital is allowed to flow 
into the United States, the rest of the world will be subject 
to a chronic shortage of dollars more than if capital move¬ 
ments were controlled domestically or internationally. 

4. The last factor is a continuous export surplus on the 
part of the United States, whether due to “errors of policy” 
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or to the relatively low price elasticity of the world demand 
for American exports. Quite apart from the limit imposed on 
American imports by postwar world scarcity, the persistent 
excess of exports over imports that characterizes United 
States foreign trade may be due in part to myopia in com¬ 
mercial policy (e.g., a high-tariff policy). The basic explana¬ 
tion, however, seems to lie in the high degree of self-suf¬ 
ficiency and industrialization that gives rise to a relatively low 
marginal propensity to import. Hence, unless and until the 
rest of the world achieves the same degree of self-sufficiency 
and industrialization, which is doubtful in any foreseeable 
future, it will not have a lower marginal propensity to 
import than the United States. With the United States, eco¬ 
nomic self-sufficiency is a matter of natural endowment plus 
industrial efficiency, but for others to be economically self- 
sufficient it would be necessary not only to increase their 
industrial efficiency but to sacrifice the gains from compara¬ 
tive advantage in most lines of production. Thus it is not 
a simple question of developing a willingness on the part of 
the United States to increase imports, but a difficult ques¬ 
tion of fundamental structural adjustment in the world econ¬ 
omy as a whole. In the meantime the United States is likely 
to maintain a continuous export surplus and therefore the 

position of a long-run creditor. 

The general cure for a chronic shortage of dollars can be 
discussed more fruitfully in conjunction with the principles 
and instruments of monetary sovereignty which follow, al¬ 
though the foregoing analysis of the secular causes of a 
general shortage of dollars does suggest ad hoc correctives. 


Principles and Instruments of Monetary Sovereignty 

Some relevant principles and policy implications emerge 
from our discussions of the “payment" effects of intemationa 
trade, the international propagation of depression, and a 
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chronic shortage of dollars. These principles and policy im¬ 
plications form the basis of modem monetary sovereignty 
and international monetary co-operation. 

1. In the absence of a system of stable international cur¬ 
rency relations and in view of the political and psychological 
difficulty of co-ordinating national fiscal and monetary full- 
employment policies, it is necessary for each nation to pre¬ 
serve some freedom of action in monetary matters in order 
to insulate itself from the adverse effects of economic fluctua¬ 
tions elsewhere and to maintain its internal economic stability. 
In other words, no nation should be tied down to an interna¬ 
tional system of rigid exchange rates which imposes the al¬ 
ternatives of deflation and inflation on every adhering mem¬ 
ber-nation. The degree of monetary independence which is 
compatible with both internal and external equilibria in¬ 
cludes (a) the right of each nation to adjust the par value of 
its currency (i.e., to revalue or devalue) or the domestic 
prices of foreign currencies (i.e., to depreciate or appreciate 
the exchange value of the domestic currency), not in order 
to achieve export advantages but to correct a persistent dis¬ 
equilibrium in its balance of payments; (b) the right of each 
nation to regulate the outflow or inflow of capital or gold, 
in order to have complete control over domestic interest rates 
and to stabilize long-term domestic investment; and (c) the 
right of each nation to pursue, without “outside dictation,” 
such over-all fiscal-monetary policies as may be necessary to 
prevent the extremes of deflation and inflation and to main¬ 
tain continuous full employment. 

2. Monetary sovereignty further requires a measure of 
national freedom in commercial policy. “Beggar-my-neigh- 
bor” measures of commercial policy are clearly out of the 
question for obvious reasons. The kind of commercial policy 
that is required for the success of monetary sovereignty must 
be a flexible one compatible with the maintenance of equilib¬ 
rium; it should be permitted if and when necessary and other- 
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wise forbidden. 14 Over-all import control is considered the 
most appropriate supplement to monetary and exchange 
control. It does not much matter whether import control is 
brought about by import quotas, exchange controls, or tar¬ 
iffs, as far as its effects on the balance of payments are con¬ 
cerned. Since the kind of import control that is contemplated 
here is expressly related only to a disequilibrium in the 
balance of payments, and not to the self-defeating purpose 
of achieving an export surplus, any particular type of im¬ 
port control chosen will not be subject to the usual criticisms 
of autarchy. The principle to be recognized here is that a 
nation confronted with a persistent adverse balance of pay¬ 
ments should be permitted to adopt import quotas or any 
other suitable import restrictions, in addition to monetary 
measures, solely for the purpose of closing the deficit gap. 15 
It follows that a nation enjoying a favorable balance of pay¬ 
ments, if it adopted import control, would be condemned 
by world opinion as pursuing a “beggar-my-neighbor” policy. 
If a nation s balance of payments exhibits a persistent tend¬ 
ency toward a net credit, the relaxation of import restrictions 
and the revaluation or appreciation of its currency will correct 
this type of disequilibrium. 

3. Given the necessary measure of monetary sovereignty 
and protective commercial policy, there is no plausible ground 
for an unwillingness to solve the problem of domestic em¬ 
ployment by purely domestic policy. No nation can excuse 
its failure to maintain full employment by putting the blame 
on its balance-of-payments difficulties, for the simple reason 
that such difficulties need no longer be solved by a painful 
process of deflation. 10 If balance-of-payments difficulties can 

14 Keynes, speech in the House of Lords, December 18, 1945. 

15 On this point see Nurkse, op. cit., and also R. Hinshaw, Keynesian 

Commercial Policy,” in The New Economics, pp. 315-322. « 

18 On this point see Margaret F. W. Joseph, "Principles of Full Employ¬ 
ment,” in Planning and Paying for Full Employment, eds. Lerner and Graham 
(Princeton University Press, Princeton, 1946), p. 37. 
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be solved by methods which are not detrimental to income 
and employment at home or abroad (i.e., methods other than 


internal deflation and “beggar-my-neighbor” policies), na¬ 
tions will have the greater chance of maintaining full employ¬ 
ment by domestic policy without being embarrassed by a 
depression elsewhere. This is the raison d’etre of monetary 
sovereignty. The dispensability of the problem of balance- 
of-payments difficulties, via monetary sovereignty and its 
corollary flexible commercial policy, firmly establishes the 
principle that domestic policy (as distinguished from foreign 
trade policy) is primarily responsible for maintaining full 
employment at home. To the extent that nations learn and 


follow this principle, they will find it unnecessary to “ex¬ 
port” unemployment to one another to the detriment of long- 
run international equilibrium, and will enjoy the fruits of 
free exchange of goods and services in the atmosphere of 
universal full employment and prosperity.” 

4. The theory of monetary sovereignty does not preclude 
international monetary co-operation. For the solution of the 
problem of balance-of-payments difficulties will not by it¬ 
self guarantee full employment; it merely supplements an 
inadequate solution of the problem of employment by purely 
domestic policy. Monetary sovereignty is neither a substi¬ 
tute for domestic full-employment policy nor an alternative 
to international co-operation for freer trade and fuller em¬ 
ployment. The International Monetary Fund, the Interna¬ 
tional Trade Organization, and other international economic 
agencies (U. N. affiliates) have incorporated a measure of 
monetary sovereignty and protective commercial policy in 
recognition of the need for some degree of “economic in¬ 
sularity.” By outlawing “beggar-my-neighbor” policies on the 
one hand, and by permitting a measure of flexibility in ex¬ 
change and import adjustments on the other, these interna¬ 
tional organizations have impressed upon each and every 

17 Cf. Keynes, General Theory , p. 282. 
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member-nation that the maintenance of full employment is 
primaiilv a national responsibility, and only secondarily a 
matter of joint international monetary and trade policy. If 
these international organizations succeed in providing a fa¬ 
vorable international setting (i.e., currency stability and mul¬ 
tilateral trade), member-nations will be, to that extent, en¬ 
couraged to pursue a consistent full-employment policy at 
home. In Keynes’ words, “it is as providing an international 
framework for the policy of full employment that these pro¬ 
posals (the Bretton Woods monetary and banking agree¬ 
ments) are to be welcomed.” 18 It is useful in this regard to 
cite the purposes of the International Monetary Fund as the 
typical example of United Nations economic policy: 

(ii) To facilitate the expansion and balanced 
growth of international trade, and to con¬ 
tribute thereby to the promotion and main¬ 
tenance of high levels of employment and 
real income and to the development of the 
productive resources of all members as 
primary objectives of economic policy. 

(iii) To promote exchange stability, to main¬ 
tain orderly exchange arrangements among 
members, and to avoid competitive ex¬ 
change depreciation. 

(iv) To assist in the establishment of a multi¬ 
lateral system of payments in respect of 
current transactions between members 
and in the elimination of foreign exchange 
restrictions which hamper the growth of 
world trade. 10 

5. The broad principle that emerges from our discussion 
of a chronic shortage of dollars is that the United States the 
largest creditor nation—should minimize its internal eco¬ 
nomic fluctuations and maintain continuous full employment 
to expand its imports. This is not to put the entire responsi- 

i« Speech in the House of Lords, May 23, 1944. 

10 Art. 1, Annex A, Final Act. 
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bility on the United States, as some are inclined to suspect. 20 
The debtor nations, for their part, will have to do more than 
maintain full employment—that is, to industrialize, to ra¬ 
tionalize industry, to adopt a rigorous program of import 
austerity, and many other things—if they are to get out of 
a fundamental disequilibrium. But regardless of what others 
are doing, it is to the long-run interest of the United States 
and of the debtor nations that full employment should be 
maintained in this country. Such a policy is far more im¬ 
portant than a stop-gap policy of foreign financial aid, how¬ 
ever helpful the latter may be in the short ran. That the 
maintenance of continuous full employment by the United 
States is a sine qua non of international stability may be ap¬ 
preciated when it is recalled that dollars supplied to the 
rest of the world (via imports and long-term foreign invest¬ 
ment) by the United States dropped from $7,400 million in 
the “boom” year 1929 to $2,410 million in the depression 
year 1932, that is, by 67 per cent. 21 It is clear that the rest of 
the world will not accept such devastating effects of a de¬ 
pression in the United States by letting their gold or foreign 
exchange deplete or by deflating internal prices, incomes, and 
wages. It is even doubtful that the other countries will be 
able to minimize the impact of a serious depression in the 
United States by import restrictions, currency devaluation 
and exchange depreciation. It is therefore a major responsi¬ 
bility of the United States to sustain full employment, and 
thus to contribute to long-run international equilibrium. 22 


20 See, e.g., Williams, op. cit. 

w"M / r UnitCd De partment of Commerce, The United States in the 

W Economy ( Economic Series,” No. 23, Washington DC 10431 
-For the responsibility of the United States 

tbid ; Hansen, op at.; B. Mitchell, "Full Employment and FortZ Trade“ 
m Planning and Paying for Full Employment po 147 -Im S c m 
tions, op. cit., pp. 244-245; Nurkse, o£. A PP ' 153> Ua ^ e of Na ' 
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Foreign Investment , the World 
Bank, and Employment 








THE POSTWAR needs of the war-devastated and backward 
areas, and the fear of stagnation possibilities in the United 
States and other mature economies, lend strong support to 
the belief that foreign investment ought to be expanded to 
the concurrent benefit of international standards of living 
and domestic employment. We are now in a position to in¬ 
vestigate the extent, if any, to which such a belief is justified. 
More specifically, we shall consider the role of foreign invest¬ 
ment in general and that of the International Bank for Re¬ 
construction and Development in particular in the national 
and international drive for full employment. It is convenient 
to divide our discussions into two sections: (a) a considera¬ 
tion of foreign investment as a palliative to cyclical unemploy¬ 
ment, and (b) a similar consideration with respect to “secular 

stagnation.” 

Foreign Investment and Cyclical Unemployment 

Foreign investment 1 is one way to offset a cyclical defi¬ 
ciency of aggregate domestic demand. In other words, it is 

i By “foreign investment” we shall mean, for the purpose of the present 
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a method of increasing foreign expenditure for exports. 2 In so 
far as cyclical unemployment is concerned, the foreign de¬ 
mand for capital goods is crucial. Accordingly, foreign in¬ 
vestment is an attempt to increase foreign expenditure largely 
for capital goods. It is generally assumed that reconstruction 
and development in the rest of the world will, if properly 
financed, give rise to increased foreign demand for capital 
goods, and therefore stimulate domestic employment in the 
United States when aggregate home demand begins to level 
off. The practical problem is to direct foreign demand toward 
capital goods at a time when the domestic capital-goods in¬ 
dustries are at a low ebb. Obviously, unregulated private 
foreign investment cannot be expected to have that effect. 
Two other types of foreign investment are plausible in this 
respect: tied loans” such as those made by the Export-Im¬ 
port Bank, and long-term loans such as those made by the 
International Bank for Reconstruction and Development. 

Although the Export-Import Bank requires that the pro¬ 
ceeds of its loans be spent in the United States, 3 it has little 
direct control over the time, volume, or manner of foreign 
spending. It is possible that the foreign borrowers may spend 
the proceeds for consumers’ goods rather than for capital 
good^and at a time when the stimulus of extra exports is not 

SZXZA rsara 

elsewhere, since the incre^ed national income tfv arise' teah^h™P, loyment 
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needed. Even though the bank had sufficient fluids to lend, 
its tied loans might not find enough foreign applications. 
For the borrower would rather have the freedom to spend 
the proceeds of a loan where he pleased (i.e., in the cheapest 
market). In so far as American export prices are low rela¬ 
tive to foreign export prices, given stable exchange rates, 
the banks tied loans will attract foreign borrowers and thus 
provide the American export industries with a direct stimulus. 

Long-term loans by or through the International Bank are 
required to be used for importing the essential materials for 
reconstruction and development. In view of America's ex¬ 
ceptional capacity for production, there is little doubt that 
the requirement mentioned above will have the ultimate 
effect of increasing foreign expenditure for American ex¬ 
ports, particularly capital goods. Now the question is whether 
the bank can plan its lending operations according to short- 
run business activity in, say, the United States. That is to say, 
can the bank lend liberally during the cyclical downswing 
and contract or discontinue lending during the upswing? 


Some have expressed hope for the possibility of such tim¬ 
ing. 4 On the other hand, it has been pointed out that the bank 
is likely to expand its lending operations at a time when the 
stimulus of extra exports is not needed to increase domestic 
employment. 5 Another has called attention to the fact that 
the ultimate initiative in bank operations lies with the bor¬ 
rowing countries. 6 There is also the constant danger that the 

4 E Staley World Economic Development (International Labour Office, 

Montreal, 1945), pg. 105-107; also H. B r Lary, May'1946 

Foreign Investment/ American Economic Review, XXXVI, No. 2, May, 19 , 

67 » Viner, “International Finance in the Post-War World," Re¬ 

view, October, 1946, pp. 3-17; reprinted in Journal of Political Economy, L , 

AP « r A. ^BloomBeM! “Postwar Control of International CapitalMovernents^ 
American Economic Review, XXXVI, No. 2, May, 1946, 687-709. Dean. H K 
Bowen of the University of Illinois has privately expressed 
possible that the International Bank will reserve some of its lending power 
"hard times," although he concedes that during a world-wide depression 

the foreign demand for capital goods will be small. 
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International Bank will make loans on a political basis ir¬ 
respective of employment conditions. The availability of 
multinational loans would then be unable to prevent eco¬ 
nomically poor and politically weak countries from going 
in for capital formation at the expense of consumption. 7 Under 
these circumstances, it is difficult to see how the Interna¬ 
tional Bank can time its loans in such a way as to prevent or 
reduce cyclical unemployment. 

Perhaps the most serious obstacle to the export of capital 
goods via foreign investment lies in the fact that major 
capital goods are incapable of entering international trade. 8 
Building equipment and materials, which play the dominant 
role in gross capital formation in this country, have been 
cited as examples. Thus, even if we make the favorable as¬ 
sumption that foreign investment leads to the export of capital 
goods at the right time, we cannot be certain that sufficient 
capital goods will be exported to increase domestic employ¬ 
ment significantly. The impossibility or difficulty of export¬ 
ing critical capital goods is somewhat counterbalanced, how¬ 
ever, by the feasibility of exporting other durable goods which 
have a strong “acceleration” effect on employment—for ex¬ 
ample, automobiles, refrigerators, washing machines, and 
radios. 9 

Crucial to cyclical unemployment though the foreign de¬ 
mand for capital goods may be, it is amiss to stress it at the 
expense of demand for consumers’ goods, particularly con- 


7 Note, for instance, that the ten-year reconstruction plan of Java relies on 
national as well as foreign capital. (Sec New York Times , April 9, 1947.) 
This is a point which is often overlooked by advocates of private foreign 
investment. As backward areas become more conscious of the need ror 
political independence and freedom, they will doubtless try to free them¬ 
selves from foreign economic domination as well. To this extent, the export 
ot capital will become more difficult, if not impossible. 

8 N. S. Buchanan, International Investment and Domestic Welfare (Henry 
Holt & Co., New York, 1945); also “American National Income and Foreign 
Investment, in Planning and Paying for FuU Employment (Princeton u£- 
versity Press, Princeton, 1946). 

* See , A TT H * Hansen ’ America's Role in the World. Economy (London, George 
Allen &. Unwin Ltd. 1945), p. 136. 6 
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sumers’ durable goods. For the total effect of foreign invest¬ 
ment on domestic employment can be measured satisfactorily 
only by referring to the total foreign demand. Whether for¬ 
eign investment leads to the export of capital goods or to that 
of consumers goods, it has the same multiplier effect on 
domestic incomes and employment as if new purchasing 
power were created through gold inflow 10 or through deficit 
spending (i.e., by borrowing from the banking system). The 
main justification for emphasizing demand for capital goods 
is, of course, that business fluctuations in this country are 
chiefly in the capital-goods industries. Another justification 
is the familiar fact that a new demand for capital goods, in 
addition to the normal replacement demand, leads to a mani¬ 
fold expansion of production and employment in the capital- 
goods industries. But it is more realistic to take into account 
the multiplier effect of the investment-fostered foreign de¬ 
mand on domestic employment as well as its acceleration 
effect. 

As to the stimulating effect of foreign investment on the 
total volume of employment, it makes little difference 
whether it is regarded as a means of increasing aggregate 
investment or as “an expansion of consumer credit.” 11 But 
it makes a significant difference to domestic employment 
policy which effect of foreign investment is stressed. If the 
anticipated foreign demand for capital goods is large, the 
main domestic effort will be to increase the propensity to con¬ 
sume in order to reach the desired level of employment. If, 
on the other hand, foreign investment is expected to lead 
largely to an increased demand for consumers goods, it 
will be necessary to concentrate on the domestic measures 
to increase the propensity to invest. Contrariwise, foreign in- 

10 Strictly speaking, gold inflow would not lead to credit expansion if 
member-banks were indebted to the Federal Reserve banks, since they might 
use the new gold to pay debts rather than to extend new loans. 

11 See J. H G. Pierson, Full Employment (Yale Umv. Press, New Haven, 

1941 ),p. i91. 
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vestment may, as far as possible, be adjusted to conform to 
the relative strength of the propensities to invest and to con¬ 
sume at home. 


Foreign Investment and Secular Stagnation 


Large-scale, generous developmental foreign investment 
is considered by many as a sine qua non of sustaining con¬ 
tinuous full employment in mature economies. Such invest¬ 
ment, it is argued, would be a solution to the savings-invest- 
ment problem and therefore a counteracting force to secular 
stagnation. 


Prima facie, it would seem sensible to adjust the propensity 
to save (which is merely the propensity not to consume) in 
such a way as to conform to the propensity to invest, thereby 
solving the savings-investment problem. Irdeed, there is in¬ 
creasing evidence that public policy in the more advanced 
countries, including the United States, is moving in that di¬ 
rection. Experience has shown that a progressive income 
tax, social security benefits, and low interest (long-term) go 
a long way toward increasing the propensity to consume, and 
therefore toward checking a constant tendency to oversave. 
Those measures, however, have a definite limit beyond w'hich 
they cannot be continued without involving mature econ¬ 
omies in an impasse. Such "central controls’* as Keynes 
deemed necessary "to bring about an adjustment between 
the propensity to consume and the inducement to invest” 12 
are suggestive of such an impasse. For it is quite possible 
that these central controls may go beyond the point of "se¬ 
curing an approximation to full employment.” 13 Similarly, 
apprehensions about the disastrous effects of a zero rate of 
interest on "the continuation of our capitalistic system” 14 

12 Op. cit., p. 379. 

18 Ibid., p. 378. 


14 H. C. Wallich, 'The Changing Significance of the Interest Rate,” Amer- 
^ 7 l f 3 conomic ReView > XXXVI, No. 5, December, 1936, pp. 761-787, esp. 

p* / oDi + 
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reflect the above-mentioned limit to “a guiding influence on 
the propensity to consume” which Keynes considered part 
of state responsibility. 15 

Realization of the limit to the public control of the pro¬ 
pensity to save, among other difficulties, has doubtless in¬ 
fluenced many to accept a high propensity to save as given 
and to turn to a consideration of politically feasible measures 
to increase the propensity to invest. In so far as it is politically 
feasible, large-scale foreign investment at generous terms 
finds its objective justification in institutional, technological, 
and psychological difficulties which stand in the way of ad¬ 
justing the propensity to save to the propensity to invest for 
continuous full employment. Thus the inability or unwilling¬ 
ness to increase the marginal efficiency of capital via drastic 
compensatory measures at home leads mature economies to 


adopt a program of expansionist foreign investment as a 
matter of course. How far foreign investment, as such, will 


go toward solving the secular savings-investment problem in 
the postwar period depends mainly on the effectiveness of 
an international mechanism for expanding that investment. 


An expansion of foreign investment for developmental pur¬ 
poses, and at generous terms, presupposes an international 
setting in which nations are willing to co-operate in trade 
and financial matters and a domestic setting in which en¬ 
lightened self-interest prevails. The International Bank for 
Reconstruction and Development is the first attempt to reg¬ 
ulate long-term capital movements among nations according 
to some preconceived long-range plans, including employ¬ 
ment stabilization. The multinational character of its or¬ 
ganization is a strong presumption against Teggar-my- 
neighbor” policy. The bank provides the lending countries 
with sufficient safeguards against default and the borrow¬ 
ing countries with liberal and flexible schedules of interest 
and amortization payments. As a nonprofit-making orgamza- 


18 Op. cit., p. 378. 
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tion, the bank is committed to a policy of making loans at low 
rates of interest. It also encourages private investors to par¬ 
ticipate in the multinational financing of world reconstruc¬ 
tion and development. 

In view of the increasing sensitiveness of backward areas 
to traditional private capital exports, and in the light of the 
disastrous results of private foreign investments in the past, 
the multinational lending of the International Bank may 
properly be regarded as the most effective, though not the 
exclusive, means of expanding foreign markets for American 
exports. In participating in multinational lending, the United 
States need not apologize for the fact that such participation 
does help improve domestic employment, for continuous full 
employment in America is bound to have favorable reper¬ 
cussions on the internal prosperity of the undeveloped areas. 
The potential demand for capital in these areas is so ereat 

1 • “ O 

that it appears as if multinational lending were an ultimate 
answer to stagnation possibilities. 

Yet there are a number of considerations that preclude too 
optimistic conclusions with respect to the effectiveness of 
the International Bank as a counterstagnation agency. At¬ 
tention has been called to the possibility that the bank may 
lend to the limit of its resources in the transition period '‘and 
then have to wait for earnings and repayments to flow in be¬ 
fore it can again engage in large operations ” 10 In other 
words, it is feared that the bank's resources are inadequate 
to maintain high levels of employment continuously. Al¬ 
though the bank can raise additional funds bv issuing its own 
debentures in the private capital markets, it is prohibited 
from expanding loans and guaranties beyond 100 per cent 
of its capital equities. Therefore, even though the bank may 
thus add lendable funds to its capital stock, interest, and 
“commission charges,” it has a definite limit beyond which 
it may not increase its liabilities in the form of loans and 

10 Viner, “International Finance in the Post-War World.” 
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guaranties. Furthermore, despite the gilt-edged quality of 
its securities, the bank may fail to attract private investors if, 
for instance, the private capital markets are ill-disposed for 
economic or political reasons. 

The second consideration has to do with the bank’s lend¬ 
ing policy. Even if we make the favorable assumption that 
the bank’s resources are adequate at all times, strict adherence 
to the self-liquidating principle would definitely limit the 
volume of multinational lending. Operating on the basis of 
prudence, the bank would reject the applications for what 
it considered to be poor risks, and thus prevent unwittingly 
a potential increase in foreign expenditure for exports. Thus 
there is the danger that the desire to maintain the bank’s 
capital position at a sound level might give rise to too con¬ 
servative a lending policy to help prevent stagnation pos¬ 
sibilities in mature economies. It is conceivable, though im¬ 
probable, that the bank might deviate from the orthodox 
principle to adjust its lending activities to conform to the 
long-run employment requirements of both the lending and 
the borrowing countries. A deviation, if at all, is likely to 
eventuate on political grounds, however. 

Apart from the bank’s lending policy, it is not very certain 
that bank loans will result in the export of sufficient capital 
goods to balance a deficiency of home investment. It has 
been suggested, for instance, that—in so far as secular stag¬ 
nation is due largely to the lack of “extensive investment 
the inability to export “construction" renders foreign in¬ 
vestment rather ineffective in preventing that stagnation. 17 


Buchanan, “American National Income and Foreign Investment, in 
rlanninfi and Paying for Full Employment, pp. 161-162. If the inability to 
expo” budding equipment and niaterials is offset by the ability o export 
Xr employment-generating durable goods in the short run, as shown al¬ 
ready, such an offset is even more plausible for the long run, in which the 
mature economies can better adjust to the production of these latter goods. 
The tendency to identify secular stagnation with the lack of extensne 
vestment is unfortunate, for it implies that mature economies stand or fall 
with their ability to counteract declining population growth or to discovc 
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In other words, it is not only the volume of bank loans, but 
that of exports resulting from those loans, that determines 
the effectiveness of the bank as a counterstagnation agency. 
The bank, however, can hardly be blamed for the fact 
that construction is incapable of entering international trade. 

Perhaps the most important consideration is the basic 
incompatibility of the bilateral tendencies of the major mem¬ 
ber nations with the multinational objectives of the bank. 
In an atmosphere of unyielding independent political sover¬ 
eignty and in a typically underemployment world it is difficult 
to see how the bank can function multinationally in fact as 
well as in theory. 18 Should the bilateral tendencies dominate 
bank operations, multinational finance would be undermined 
to the detriment of employment stability. For bilateral lend- 
“ 1 8> guided by political or military considerations, would 
result neither in increased productivity in the undeveloped 
areas nor in increased employment in mature economies. 19 

For these reasons, it is doubtful that the International 


new frontiers. The stagnation thesis has, however, made it clear that, <n ve n a 
deficiency of extensive investment, stagnation possibilities arise froin°uncer- 
tain and unpredictable intensive investment, or from a deficiency of public 
investment to supplement private investment, or from a combination of the 
two. It is no overstatement to say that stagnation is man-made, for the refusal 
to let public investment compensate for a deficiency of private investment, 
however caused, lies at the root of the matter. 

18 The first change in the bank s presidency was reportedly associated with 
Iff m temal conflicts over the issue of economic versus political lending. The 
New Republic (March 24, 1947). p. 6, for instance, considered an appoint¬ 
ment of a Wall Street lawyer as “a victory for the private bankers.” This is 

obviously a half-truth the other half being “a victory” for bilateralistically 
minded diplomats Viner makes the observation in this regard that “the 
bankers, instead of being the prime movers, are the instruments, sometimes 

n /eluctantiinsubordinate, of the diplomats” (“In Defense 
of Dollar Diplomacy ). The whole truth that emerges from these observa- 
tmns is that a shift of emphasis from economic to political lending, and a 

ZZ T inSt multin £ a ? onal len ding, reflect a more fundamental 
conflict between he system of free-market economies and that of state- 
controlled economies. 

fW 1 7 ***“ f0rmer S< p etar y of the Treasury Henry A. Morgen- 

J r ", w ^ ned the Senate Banking Committee, Tune 12, 1945, that if the 
bank made loans on a political basis ? 'this could nnlv rriAon niL 
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Bank can be counted upon to serve as an effective counter¬ 
stagnation agency. To the extent, however, that the industrial¬ 
ization of the backward areas is promoted by genuinely 
multinational loans, the bank will make a contribution to the 
solution of the secular savings-investment problem. 

Conclusions 

As far as cyclical unemployment is concerned, foreign in¬ 
vestment is not only an unreliable but an undesirable means 
of increasing domestic employment. While it is capable of 
increasing foreign expenditure for exports, foreign invest¬ 
ment cannot be planned in such a way as to provide just the 
kind of stimulus that is needed to maintain full employment 
at home. It is undesirable because it tends to justify and per¬ 
petuate the inability or unwillingness to solve the problem 
of cyclical unemployment by purely domestic policy. 

Reliance upon foreign investment, however unjustified, 
serves to emphasize the stubborn reality of psychological 
resistance and political impediments to the necessary eco¬ 
nomic reforms for full employment. As long as cyclical dis¬ 
turbances remain intact for lack of effective countercyclical 
measures, so long will there remain a temptation to use 
foreign investment to get extra exports needed to increase 
domestic employment. This temptation often expresses itself 
in a sophisticated but nonetheless “beggar-my-neighbor” pol¬ 
icy, for the emphasis is always on export surpluses at all 
costs rather than on more imports at full employment. 

Stagnation possibilities present a more powerful case for 
foreign investment. The case is reinforced by the obvious 
benefits to the undeveloped areas of developmental loans. 
On the one hand, a high propensity to save feeds on existing 
accumulations without proportional investment. On the other 
hand, the outlook on intensive investment, not to mention 
extensive investment, is gloomy indeed, partly due to in¬ 
creasing cost rigidities and partly due to resistance to con- 
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tinuous large-scale public investment. Thus foreign invest¬ 
ment comes to the rescue of the savings-investment problem, 
whose solution within the national borders and within the 
framework of a free-market economv is clearly difficult. It is 

y * 

therefore no accident that Keynes and others saw in develop¬ 
mental foreign investment a hopeful offset to a deficiency of 
home investment. 

Rising nationalism in backward areas and the past record 
of unregulated private investments are a presumption in 
favor of multinational lending at generous terms and on a 
purely economic basis. Multinational lending, as such, is 
capable of making a significant contribution to the solution 
of the secular savings-investment problem, and yet there are 
numerous difficulties in the way—underemployment equilib¬ 
rium and independent political sovereignty itself being among 
the most formidable. Nevertheless, the International Bank 
is a hopeful step in the direction of effective international em¬ 
ployment stabilization. 

The mature economies that have not learned “to provide 
themselves with full employment by their domestic policy” 20 
are in no position to dismiss foreign investment as “a marginal 
factor. The United States, no less than Britain, which must 
“export or expire,” 21 “cannot expect to build up the volume 
of exports required to help absorb the output of our greatly 
expanded industrial plant without “an increasing volume of 
foreign investment.” 22 Thus, with all its limitation, foreign 
investment is bound to play an ever-growing part in the 
national drive for full employment. 

20 Keynes, op. tit., p. 382. 

21 Chancellor of the Exchequer Hugh Dalton. (See New York Times, April 
20, 1947.) 

- 2 United States Treasury, The Bretton Woods Proposals: Fund and Bank 
(Washington, D.C., 1945). 
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